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AUDIT  GUIDE 

FOR  HOSPITALS  AND/OR  SKILLED  NURSING  FACILITIES 
HEALTH  INSURANCE  FOR  THE  AGED  AND  DISABLED 


INTRODUCTION 

The  Health  Insurance  for  the  Aged  and  Disabled 
Program,  Title  XVIII  of  the  Social  Security  Act,  pro- 
vides for  a  broad  program  of  health  insurance  to 
assist  persons  65  years  of  age  or  over  to  meet  hospi- 
tal, medical  and  other  health  costs.  The  program 
also  provides  coverage  for  persons  under  the  age  of 
65  who  are  disabled  or  who  require  kidney 
transplants  or  hemodialysis.  This  program,  known 
as  " Medicare",  provides  two  basic  forms  of  protec- 
tion; namely,  hospital  insurance  (Part  A  of  the  law) 
and  voluntary  supplementary  medical  insurance 
(Part  B  of  the  law).  Hospital  (except  outpatient  ser- 
vices covered  under  Part  B),  skilled  nursing  facility 
(SNF),  and  home  health  agency  (HHA)  benefits  are 
provided  for  under  Part  A  of  the  law. 

The  Secretary  of  Health,  Education  and  Welfare  has 
the  responsibility  to  establish  regulations  governing 
the  operation  of  the  program.  Within  the  Depart- 
ment, the  program  is  administered  by  the  Bureau  of 
Health  Insurance  (BHD  of  the  Social  Security  Ad- 
ministration (SSA)*  which  is  authorized  to  issue 
rulings  and  interpretations  for  the  operation  of  the 
program.  The  law  specifies  that  providers  will  be 
paid  the  reasonable  costs  of  services  furnished  to 
beneficiaries  in  accordance  with  regulations  estab- 
lished by  the  Secretary. 

An  SNF  is  an  institution,  such  as  a  skilled  nursing 
home  or  rehabilitation  center,  which  generally  pro- 
vides skilled  nursing  care  that  is  less  intensive  than 
that  provided  by  a  hospital.  It  has  an  agreement  with 
one  or  more  participating  hospitals  providing  for  the 
transfer  of  patients  between  the  hospital  and  the 
facility  and  for  the  interchange  of  medical  and  other 
information.  In  some  instances,  a  hospital  or  hospi- 
tal complex  may  set  aside  a  separate  building,  floor, 
wing,  or  other  distinct  part  of  the  institution  as  an 
SNF. 


'Effective  March  8.  1977,  the  Bureau  of  Health  Insurance  was 
transferred  to  the  Health  Care  Financing  Administration 
(HCFA). 


BACKGROUND 

A  participating  hospital  or  SNF  is  one  that  has  (1) 
been  approved  by  the  Secretary  as  a  provider  of  ser- 
vices and  (2)  entered  into  an  agreement  which 
stipulates,  among  other  things,  that  the  provider  (a) 
will  not  charge  any  beneficiary  for  services  to  which 
he  is  entitled  under  the  program  except  for  amounts 
representing  deductibles,  coinsurance  and,  if  ad- 
vised prior  to  admission,  charges  for  amounts  which 
may  be  determined  by  the  Secretary  to  be  in  excess 
of  those  amounts  necessary  for  the  efficient  delivery 
of  needed  health  care  services,  (b)  will  return  any 
money  incorrectly  collected  from  such  patients,  and 
(c)  will  be  reimbursed  on  the  basis  of  the  reasonable 
cost  of  the  items  and  services  furnished. 

The  Department  of  Health,  Education  and  Welfare 
(HEW)  has  contracted  with  the  Blue  Cross  Associa- 
tion (which,  in  turn,  has  subcontracted  with  various 
Blue  Cross  Plans)  and  with  commercial  insurance 
companies  to  serve  as  intermediaries  between  the 
providers  and  the  Federal  Government.  The  inter- 
mediary, in  effect,  administers  the  Medicare 
program  on  the  local  level  and  is,  normally,  the  pro- 
viders1 sole  contact  with  the  program.  Some  pro- 
viders have  elected  to  deal  directly  with  the  Govern- 
ment, rather  than  with  an  intermediary.  A  compo- 
nent of  BHI  acts  as  the  intermediary  in  servicing 
these  providers. 

Periodically,  the  intermediary  makes  interim  pay- 
ments to  each  provider  at  rates  intended  to  approxi- 
mate the  provider's  cost  of  services  furnished  to 
program  beneficiaries.  At  the  close  of  the  provider's 
fiscal  year,  a  Statement  of  Reimbursable  Cost  (or 
cost  report)  is  submitted  to  the  intermediary  and  a 
retroactive  adjustment  is  made  to  bring  the  total  of 
the  interim  payments  to  the  provider  into  agree- 
ment with  the  reimbursable  amount  indicated  by  the 
cost  report.  After  the  cost  report  has  been  desk 
reviewed  and  audited  to  the  extent  considered  ap- 
propriate, the  intermediary  will  determine  a  final  ad- 
justment. If  the  interim  payments  were  insufficient 
to  cover  reimbursable  costs  for  the  year,  the  inter- 
mediary will  pay  the  difference.  On  the  other  hand, 
if  the  provider's  interim  payments  exceeded  its 
allowable  reimbursement,  the  provider  will  refund 
the  overpayment,  either  by  check  or  by  an  offset 
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against  subsequent  interim  program  payments. 

The  intermediary  is  responsible  to  insure  that  pro- 
viders1 reimbursable  costs  are  determined  in  accor- 
dance with  the  Medicare  regulations.  Thus,  the  in- 
termediary is  required  to  examine  providers'  finan- 
cial and  statistical  records  to  the  extent  it  deems 
necessary  to  obtain  such  assurance.  Generally,  the 
intermediary  decides  the  extent  and  frequency  with 
which  providers"  records  are  examined. 

Upon  receipt  of  a  provider's  cost  report,  the  inter- 
mediary will  normally  perform  a  "desk  review"  and 
determine  whether  the  report  can  be  settled  without 
further  examination.  If  further  examination  is  re- 
quired, the  intermediary  will  determine  whether 
only  specifically  identified  limited  areas  require  ex- 
amination, (i.e.  a  "limited  examination"  of  the  cost 
report)  or  whether  the  cost  report  requires  an  ex- 
amination of  unrestricted  scope  (i.e.  a  "full  scope" 
audit). 

AUDIT  OBJECTIVES 

The  overall  objective  of  the  review  of  the  cost  report 
is  to  provide  the  intermediary  with  audit  assurance 
for  settlement  purposes.  This  overall  objective  in- 
cludes the  following  more  specific  objectives: 

1.  To  review,  analyze,  and  test  the  provider's 
Statement  of  Reimbursable  Cost  and  underly- 
ing financial  records  to  ascertain  that  only 
reasonable  and  otherwise  allowable  costs  have 
been  included. 

2.  To  ascertain  whether  (a)  the  methods  used  to 
accumulate  needed  statistical  information  are 
adequate  and  (b)  the  statistical  data  is  recorded 
accurately. 

3.  To  ascertain  that  the  cost-finding  and  cost  ap- 
portionment have  been  accurately  and  fairly 
computed. 

4.  To  ascertain  the  accuracy  of  the  costs  allocated 
to  the  Medicare  program  under  the  specific 
method  approved  for  the  provider's  use  in  com- 
puting reimbursable  cost. 

5.  To  ascertain  in  all  material  respects,  whether 
the  provider  is  complying  with  the  reimburse- 
ment regulations. 

6.  To  identify  the  underlying  causes  of  significant 


errors  or  problems  noted  and  to  suggest  im- 
provements. 

7.  To  follow-up  on  significant  problem  areas  iden- 
tified in  prior  audits. 


PURPOSE  AND  SCOPE 

This  guide  presents  audit  approaches  which  would 
generally  be  appropriate  to  perform  an  adequate 
audit  of  a  participating  hospital  or  SNF.  While  it  is 
intended  to  aid  in  maintaining  greater  uniformity  in 
provider  audits,  and  to  guard  against  omitting  im- 
portant phases  of  the  audit,  it  is  recognized  that  this, 
or  any  audit  guide,  will  not  be  entirely  appropriate 
for  every  such  audit.  Hospitals  and  SNFs  vary,  one 
from  another,  and  to  a  significant  degree,  in  size, 
complexity,  scope  of  operations,  services  provided, 
affiliations  and  type.  Thus,  this  guide  is  not  intended 
to  place  a  minimum  or  maximum  limitation  on  the 
scope  or  extent  of  audit  when,  in  the  considered 
judgment  of  the  auditor,  fewer,  additional  or 
different  procedures  are  considered  necessary  to 
fully  accomplish  the  audit  objectives.  The  relative 
importance  or  appropriateness  of  a  given  audit  pro- 
cedure can  best  be  judged  within  the  total  context  of 
a  specific  provider's  operation,  the  adequacy  of  its 
accounting  and  statistics-gathering  systems,  related 
internal  controls  and  other  audit  procedures 
employed.  The  materiality  of  a  specific  cost  claimed 
and  the  potential  for  error  in  that  cost  should  also 
determine  the  extent  to  which  specific  audit  pro- 
cedures are  needed.  In  some  circumstances  (as 
where  a  provider's  reimbursement  is  relatively 
small  or  where  the  auditor  has  access  to  and  can  rely 
upon  the  work  of  the  provider's  internal  or  indepen- 
dent auditors)  the  auditor  should  determine 
whether,  and  to  what  extent,  specific  audit  pro- 
cedures should  be  curtailed  or  omitted  entirely. 

The  auditor's  examination  will  be  made  in  accor- 
dance with  the  "Standards  for  Audit  of  Govern- 
mental Organizations,  Programs,  Activities  and 
Functions,"  published  (1972)  by  the  Comptroller 
General  of  the  United  States  applicable  to  examina- 
tions of  financial  operations.  After  the  examination, 
the  auditor  should  be  able  to  express  an  opinion  (or 
disclaimer  of  an  opinion)  as  to  whether  the  pro- 
vider's Statement  of  Reimbursable  Cost  presents 
fairly  the  provider's  Medicare  reimbursable  costs,  in 
conformity  with  the  Principles  of  Reimbursement 
for  Provider  Costs  published  by  HEW. 
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The  intermediary  may  request  that  particular  audit 
attention  be  given  to  specific  elements  of  the  cost 
report.  In  these  cases,  the  audit  procedures  should 
be  responsive  to  the  request.  Where  the  auditor  has 
been  instructed  to  perform  a  limited  scope  audit  and 
he  notes  matters  outside  the  scope  that  might  have  a 
material  effect  on  reimbursable  costs,  the  inter- 
mediary should  be  immediately  advised  of  the  cir- 
cumstances so  that  the  scope  of  audit  can  be  recon- 
sidered. 

MATTERS  REQUIRING  IMMEDIATE 
ACTION 

The  detection  of  material  irregularities  and  program 
abuse  is  not  a  primary  objective  of  the  Medicare  cost 
audit.  However,  the  auditor  must  be  constantly  alert 
for  situations  or  transactions  that  may  indicate  the 
existence  of  such  problems. 

These  instructions  apply  to  both  intermediary  and 
subcontract  auditors.  If  the  appearance  of  a  potential 
fraud  or  abuse  situation  is  encountered  during  an 
audit,  the  auditor  should  immediately  notify  the  in- 
termediary. The  auditor  should  do  no  further  work 
involving  these  matters  unless  instructed  to  do  so  by 
the  intermediary. 

Under  no  circumstances  should  the  auditor  discuss  a 
possible  fraudulent  or  abuse  situation  with  the  provider 
or  take  any  action  to  resolve  such  questionable  situa- 
tions prior  to  receiving  instructions  from  the  intermedi- 
ary. In  addition,  no  action  to  disallow  questionable 
costs  involving  possible  fraud  or  program  abuse 
should  be  taken  without  specific  instructions  from 
the  intermediary.  Care  must  be  taken  to  avoid  any 
actions  which  could  compromise  the  protection  of 
an  individual's  rights  and  the  integrity  of  any  official 
inquiries.  (See  HIM-13,  Part  2  -  Section  2060.5). 

REFERENCE  MATERIALS 

Before  visiting  the  provider,  the  auditor  should  ac- 
quire a  general  knowledge  of  the  Medicare  program. 
The  following  publications  should  be  reviewed  and 
be  available  for  subsequent  reference: 

1.  Title  XVIII  of  the  Social  Security  Act,  as 
amended. 

2.  Principles  of  Reimbursement  for  Provider 
Costs  and  for  Services  by  Hospital-Based  Physi- 
cians -  Health  Insurance  Regulations  Manual 
(HIRM-1),  Subpart  D. 


3.  Provider  Reimbursement  Manual  (HIM-15)  - 
(interprets  the  Principles  of  Reimbursement). 

4.  Hospital  Manual  (HIM-10). 

5.  Skilled  Nursing  Facility  Manual  (HIM-12). 

6.  Copies  of  applicable  cost  reporting  forms  and 
instructions. 

The  reimbursement  regulations,  their  interpreta- 
tion, nnd  the  cost  reporting  forms  are  constantly 
being  altered  and  updated  by  BHI  to  deal  with  newly 
developed  matters  and  periodic  changes  in  the  law. 
The  auditor  should  check  with  the  intermediary  as 
to  the  status  of  the  law,  regulations,  and  other  ad- 
ministrative guidance  (e.g.  Intermediary  Letters 
issued  by  BHI)  which  are  applicable  to  the  cost  re- 
porting period(s)  to  be  audited.  Questions  of  in- 
terpretation of  the  law  and  regulations  should  be 
submitted  to  the  intermediary  for  rulings,  and  the 
auditor  may  rely  on  such  rulings. 

Before  beginning  on-site  work,  the  auditor  should 
consider  reviewing  and  discussing  the  provider's  file 
maintained  by  the  intermediary.  The  file  may  con- 
tain information  on  contracts,  hospital-based  physi- 
cians, required  approvals  granted  by  the  intermedi- 
ary to  the  provider,  correspondence  or  other 
material  which  may  be  pertinent  to  the  audit.  The 
auditor  also  should  obtain  a  copy  and  familiarize 
himself  with  the  results  of  the  intermediary's  desk 
review  of  the  cost  report. 

The  auditor  should  review  the  most  recent  audit  re- 
port issued  on  the  provider  and  any  cost  adjustments 
or  reported  deficiencies  in  the  accounting,  statistics- 
gathering  and  internal  control  systems  should  be 
noted.  The  current  audit  should  be  planned  to 
follow-up  on  these  matters  to  determine  whether 
similar  cost  adjustments  are  needed  in  the  current 
cost  report  or,  in  the  case  of  systems  deficiencies, 
whether  they  have  been  corrected. 

NON-AVAILABILITY  OF  RECORDS 

During  the  examination  of  the  provider's  records, 
the  auditor  should  limit  himself  to  only  those 
records  that  are  essential  to  the  completion  of  the 
audit.  Whenever  he  requests  records  from  the  pro- 
vider and  such  requests  are  denied,  he  should  make 
the  circumstances  the  subject  of  a  note  in  his 
workpapers  (and  report  if  appropriate)  and  the  in- 
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termediary  should  be  consulted  at  once  to  deter- 
mine whether  the  examination  should  be  continued. 

DISCLOSURE  OF  CONTENTS  OF  AUDIT 
PROGRAM  AND  RESULTS  OF  AUDIT 

The  auditor  is  not  to  discuss  or  disclose  the  contents 
of  his  audit  program  or  otherwise  provide  informa- 
tion with  respect  to  specific  audit  approaches  to  any- 
one except  authorized  representatives  of  the  Secre- 
tary, Intermediary  and  Comptroller  General  of  the 
United  States.  The  scope  of  the  audit  and  the  overall 
audit  objectives  and  approaches  should  be  dis- 
cussed, however,  with  appropriate  provider  officials 
during  the  initial  conference  at  the  start  of  the  audit. 
The  results  of  audit  are  to  be  discussed  with  pro- 
vider officials  during  the  audit  and  at  the  audit  exit 
conference. 

RETENTION  OF  WORKPAPERS 

The  auditor  will  keep  audit  working  papers,  pro- 
grams, and  reports  pertaining  to  each  provider  audit 
for  three  years  after  final  payment  for  the  audit  ser- 
vices. These  documents  are  available  to  representa- 
tives of  the  Secretary  (and  Comptroller  General),  at 
all  reasonable  times  during  this  retention  period. 

COST  FINDING  AND  APPORTIONMENT 

The  law  specifies  that  costs  of  services  to  Medicare 
beneficiaries  are  not  to  be  borne  by  persons  not 
covered  by  the  program  and,  conversely,  that  costs 
attributable  to  noncovered  persons  are  not  to  be 
borne  by  the  program.  Because  of  this  provision, 
BHI  has  devised  cost  reports  and  methodologies 
designed  to  accomplish,  as  nearly  as  practicable,  the 
intent  of  this  provision.  Since  the  start  of  the  pro- 
gram, the  cost  reports  have  been  periodically 
revised  to  accomodate  this  basic  idea  to  subsequent 
amendments  to  the  law  and  to  refinements  in  the 
regulations  responding  to  the  legitimate  needs  of 
the  provider  community  within  the  intent  of  the 
law. 

The  cost  reports  are  designed  to: 

1.  Adjust  the  incurred  costs  to  conform  to  the 
regulations, 

2.  Segregate  costs  by  direct  and  indirect  cost  cen- 
ters, 

3.  Allocate  indirect  costs  (overhead)  to  revenue 


producing  and  other  centers  (cost  finding), 

4.  Segregate  the  total  costs  of  revenue  producing 
centers  providing  patient  care  services  and  sup- 
plies to  inpatients,  outpatients  and  other 
classifications,  and 

5.  Apportion  patient  care  costs  between  Medicare 
and  other  patients. 

Earlier  in  the  program,  certain  options  in  the  specific 
application  of  cost  finding  and  apportionment  were 
available  to  hospitals  and  skilled  nursing  facilities. 
However,  for  cost  reporting  periods  beginning  after 
December  31,  1971  the  following  are  the  only 
methods  approved  (at  the  publication  date  of  this 
guide)  for  use  by  other  than  "all-inclusive  rate"  or 
"no  charge"  institutions. 

1 .  The  Departmental  Method: 

a.  Must  be  used  by  any  hospital  or  hospital- 
skilled  nursing  facility  complex  having  100 
or  more  beds  (both  certified  and  noncer- 
tified)  on  the  first  day  of  its  cost  reporting 
period. 

b.  Employs  more  elaborate  cost  finding  (e.g. 
step-down,  double  apportionment  or  more 
sophisticated  methods  better  suited  to  the  in- 
stitution's individual  circumstances)  and 
may  use  other  than  suggested  bases  for 
allocating  costs  in  cost  finding,  if  more  ap- 
propriate and  more  accurate,  with  prior  written 
approval  of  the  intermediary. 

c.  The  cost  of  ancillary  services  attributable  to 
the  program  is  computed  separately  for  each 
ancillary  department  by  applying  a  ratio  (per- 
centage) to  the  total  charges  made  to 
Medicare  beneficiaries  for  services  provided 
to  them.  The  ratio  represents  the  percentage 
relationship  of  the  total  cost  of  the  ancillary 
department  to  the  total  of  the  charges  made 
to  all  patients  for  the  services  provided  by  it. 
(Ratio  of  Cost  to  Charges  Applied  to  Charges 
-  RCCAC). 

d.  The  total  of  all  Medicare  ancillary  costs  so 
determined,  is  added  to  the  cost  of  routine 
services  to  program  beneficiaries.  The  cost  of 
routine  services  is  computed  on  the  basis  of 
the  average  cost  per  inpatient  day  of  furnish- 
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ing  routine  care  in  general  patient  beds,  tak- 
ing into  account  to  the  extent  appropriate,  an 
inpatient  routine  nursing  salary  cost  differen- 
tial. A  separate  average  cost  per  day  (without 
a  nursing  salary  cost  differential)  for  each  in- 
tensive care,  coronary  care,  or  other  special 
inpatient  care  unit  of  a  hospital  is  also  com- 
puted. These  rates  are  applied  to  the  corres- 
ponding number  of  days  of  care  provided  to 
Medicare  patients  by  the  respective  areas  to 
compute  the  program's  share  of  the  total 
routine  costs. 

2.  The  Combination  Method: 

a.  Must  be  used  by  any  hospital  having  less 
than  100  certified  and  noncertified  beds  on 
the  first  day  of  its  cost  reporting  period. 
Where  the  combined  bed  capacity  of  a  hospi- 
tal-skilled nursing  facility  complex  is  less 
than  100  beds,  the  combination  method 
must  be  used  by  both  components.  All 
skilled  nursing  facilities  not  part  of  a  hospi- 
tal-skilled nursing  facility  complex,  regard- 
less of  size,  must  use  this  method. 

b.  Employs  a  simplified  method  of  cost  finding. 
The  bases  which  are  to  be  used  and  the  cost 
centers  which  are  to  be  combined  for  alloca- 
tion to  revenue  producing  departments  are 
mandatory,  and  are  identified  and  incorpor- 
ated in  the  cost  report  forms  develped  for 
this  method. 

c.  The  cost  of  ancillary  services  to  beneficiaries 
is  computed  by  applying  the  RCCAC  concept 
to  the  totals  of  the  charges  and  costs  of  all  an- 
cillary departments  taken  together,  except 
that  delivery  room  charges  and  costs  are  ex- 
cluded from  the  computation. 

d.  Routine  services  costs  are  computed  as  in  the 
Departmental  method. 

Changes  in  the  cost  apportionment  methods  described 
above,  or  as  to  those  providers  which  may  use  them, 
could  occur  in  the, future.  Therefore,  the  proper  method 
for  the  provider  and  period  under  review  should  be 
determined  with  the  intermediary. 

Variations  and  options  in  cost  finding  and  apportion- 
ment methods  for  cost  reporting  periods  beginning 
prior  to  December  31,  1971  are  contained  in  the 


Health  Insurance  Regulation  (HIRM-1),  Subpart  D, 
Sections  405.452  and  405.453. 

OTHER  GOVERNMENT  PROGRAMS 

Titles  XIX  (Medicaid)  and  V  (Childrens'  Program) 
are  joint  Federal-State  health  programs  ad- 
ministered by  the  States.  The  Federal  Government 
provides  overall  guidance  to  the  States  and  pays  a 
significant  portion  of  the  administrative  and  patient 
care  costs  incurred  by  each  State  in  operating  the 
programs.  While  some  variations  in  coverage  and 
reimbursement  to  providers  exist  between  these 
programs  and  Medicare,  reimbursement  to  pro- 
viders furnishing  care  to  these  program  recipients 
must  be  based  on  costs  determined  by  applying  the 
Medicare  reimbursement  principles.  The  Medicare 
cost  reporting  forms  provide  for  cost  apportionment 
to  these  programs  as  well  as  to  the  Medicare  pro- 
gram using  common  methodologies  and  bases. 

Providers  claiming  reimbursement  from  the  States 
for  services  provided  to  Titles  XIX  and  V  recipients 
in  some  cases  may  do  so  by  filing  the  Medicare  cost 
report  with  the  appropriate  portions  applicable  to  Ti- 
tles XIX  and  V  completed. 

Generally,  providers  are  reimbursed  for  services 
provided  directly  by  the  State  agency.  In  some  in- 
stances, however,  the  State  may  contract  with  the 
Medicare  intermediary  to  perform  the  audit  or  set- 
tlement function  for  these  programs.  In  these  in- 
stances, the  auditor  may  be  engaged  to  extend  cer- 
tain aspects  of  the  Medicare  audit  to  also  cover  Ti- 
tles XIX  and  V.  This  guide  would  be  appropriate  for 
use  under  these  circumstances.  However,  the  audi- 
tor would  have  to  obtain  the  specifics  of  eligibility 
and  coverage  provided  for  in  the  State's  program(s) 
to  the  extent  necessary  to  accomplish  the  scope  of 
the  particular  engagement. 

SUGGESTED  AUDIT  PROCEDURES 
General 

1.  Contact  an  appropriate  official  of  the  provider 
and  set  a  starting  date  for  the  on-site  review. 
Notify  the  intermediary  of  the  starting  date. 

2.  Prior  to  his  arrival  at  the  audit  site  the  auditor 
should  be  assured  by  the  provider  that  all 
books,  records  and  supporting  documentation 
requested  by  the  auditor  and  needed  to  perform 
the  audit  are  available. 


5 


3.  If  the  provider  has  an  internal  audit  function,  or 
has  a  periodic  independent  financial  audit,  re- 
quest that  the  working  papers  be  made  available 
for  review  (with  a  view  towards  possibly  reduc- 
ing the  extent  of  testing  of  the  provider's 
records  and  operations).  Similarly,  if  the  pre- 
vious Medicare  audit  was  performed  by  another 
independent  auditor,  arrange,  through  the  in- 
termediary, to  have  the  working  papers  made 
available  for  review  and  to  obtain  whatever 
useful  information  they  may  contain.  For  exam- 
ple, information  on  the  provider's  accounting 
and  statistic-gathering  systems,  internal  con- 
trols, organization,  operations,  carryover  of 
prior  year  cost  audit  adjustments,  and  other 
audit  documentation  may  be  available  and  still 
current,  or  may  require  only  minor  updating. 

4.  Survey  (or  update  the  previous  survey  of)  the 
provider's  operations,  accounting  system  and 
related  internal  controls.  Emphasis  should  be 
placed  on  the  ability  of  the  system(s)  to  gener- 
ate reliable  cost,  revenue  and  statistical  infor- 
mation pertinent  to  Medicare  reimbursement. 
The  major  portions  of  the  review  of  internal 
controls  should  be  performed  concurrently  with 
the  review  and  testing  of  the  areas  to  which  they 
relate  to  see  if  the  procedures  and  controls  are 
functioning  properly.  Areas  which  should 
receive  particular  attention  include: 

a.  Controls  over  the  authorization  and  record- 
ing of  transactions. 

b.  The  system  for  originating  and  recording  all 
charges  for  services  provided  to  patients.  The 
system  should  provide  for  uniform  charging 
of  all  patients  for  similar  services,  adequately 
insure  that  the  billing  office  is  notified  of  all 
services  provided  and  prevent  the  posting  of 
the  charge  to  an  account  other  than  that  of 
the  patient  receiving  the  service. 

c.  The  procedures  for  patient  billing  and  collec- 
tion procedures.  These  procedures  should  in- 
clude the  determination  of  the  portion  of  the 
total  charges  which  will  be  billed  to  the  pa- 
tient for  collection  (charges  for  deductibles, 
coinsurance,  non-covered  care,  etc.). 

d.  The  method  used  to  identify,  segregate  and 
accumulate  charges  from  patient  care  centers 
as  applicable  to  Medicare  and  other  classifica- 


tions of  patients. 

e.  Controls  over  statistics.  These  would  include 
the  method  of  taking  the  daily  inpatient  cen- 
sus and  reporting  the  inpatient  days  both  in 
total  and  as  between  Medicare  and  other  pa- 
tients, and  the  methods  used  to  accumulate 
other  statistics  used  on  the  cost  report  (e.g. 
number  of  aged,  pediatric  and  maternity 
days,  pounds  of  laundry,  number  of  meals 
served,  etc.). 

5.  Retain  (or  update)  in  the  permanent  file  signifi- 
cant data  which  should  be  carried  forward  to  the 
subsequent  year's  working  papers  (e.g.,  copies 
of  or  extracts  from  long-term  or  renewable  con- 
tracts, minutes  of  Directors'  meetings,  policies 
on  capitalization,  partnership  agreements, 
organization  charts,  loan  agreements,  endow- 
ment restrictions,  etc.). 

6.  Satisfy  yourself  as  to  the  mathematical  accuracy 
of  the  cost  report.  In  full-scope  audits,  the  cost 
report  should  be  compared  to  the  prior  year's 
submission,  and  reviewed  analytically  for  sig- 
nificant variations  and  inconsistencies  for  dis- 
position during  the  course  of  the  audit. 

7.  Obtain  a  general  ledger  trial  balance  for  the 
period  under  review. 

8.  Review  adjustments  resulting  from  the  pro- 
vider's own  financial  audit  for  possible  items 
having  a  material  impact  on  reimbursable  cost. 
Reconcile  the  trial  balance  to  the  audited  finan- 
cial statements. 

9.  Reconcile  the  trial  balance  to  the  cost  report. 
Review  details  of  the  provider's  adjustments  to 
the  trial  balance  for  the  cost  report,  as  may  be 
appropriate  (preferably  in  conjunction  with  the 
audit  of  those  areas  to  which  the  adjustments 
relate).  Also  review  prior  year's  reconciling 
items  for  comparability  to  those  of  the  current 
period. 

10.  Review  (on  a  test  basis  or  otherwise)  the 
general  journal  entries  made  during  the  period. 
Examine  supporting  details  and  determine  the 
propriety  of  any  entries  having  a  significant  im- 
pact on  reimbursable  cost. 

11.  Review  the  minutes  of  meetings  (Board  of 
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Directors,  Trustees,  Executive  Committee,  Fi- 
nance Committee,  partners,  stockholders,  etc.) 
for  any  action  affecting  the  determination  of 
allowable  cost. 

12.  Tour  the  facilities  to  become  more  familiar  with 
the  provider's  operation. 

13.  Obtain  documentary  evidence  of  the  provider's 
licensure  or  accreditation  by  the  State. 

Cost  Finding 

The  cost  report  contains  schedules  which  allocate 
the  expenses  of  each  general  service  cost  center  to 
those  cost  centers  which  receive  the  services. 

In  the  case  of  SNFs  and  hospitals  having  less  than 
100  beds,  the  general  service  cost  centers  are 
grouped  and  allocated  directly  to  patient  care  centers 
and  nonreimbursable  cost  centers  using  a  simplified 
method  of  cost  finding.  The  bases  used  to  allocate 
these  costs  are  prescribed  and  their  use  is  mandato- 
ry. 

In  the  case  of  hospitals  and  hospital-skilled  nursing 
facility  complexes  having  100  or  more  beds,  the 
general  service  cost  centers  are  first  allocated  to  all 
cost  centers  they  service,  including  other  general 
servide  cost  centers,  and  then  all  general  service 
cost  centers  are  systematically  closed  to  patient  care 
and  nonreimbursable  cost  centers.  The  most  com- 
mon methods  used  are  the  "step  down"  and  "dou- 
ble apportionment"  methods.  The  bases  used  to 
allocate  these  costs  or  the  order  in  which  they  are 
allocated  may  differ  from  those  suggested  by  SSA. 
Advance  approval  is  required  for  any  such  change. 

1.  Review  the  report  form  and  determine  the 
propriety  of  the  method  used  -  i.e.  as  it  relates  to 
the  "100  bed  rule". 

2.  Agree  the  bases  used  to  allocate  costs  to  the 
provider's  underlying  statistical  data 
worksheets. 

3.  Where  full  cost-finding  methods  are  used,  for 
each  basis  employed  determine: 

a.  Whether  it  was  consistent  with  that  used  in 
prior  periods  for  the  same  purpose. 

b.  That  adequate  consideration  was  given  to 


"weighting"  the  statistics  where  appropriate 
in  the  cost  allocations. 

c.  Whether  the  basis  used  differs  from  that 
recommended  by  BHI.  If  so,  determine 
whether  the  changes  were  approved  by  the 
intermediary. 

4.  Examine  and  test  the  statistical  bases  for 
reasonableness.  Our  objective  in  reviewing  such 
records  is  to  ascertain  that  the  statistics  used  are 
reasonably  accurate  and  representative  of  the 
activity  for  the  period  being  reported  upon. 

a.  Review  each  of  the  statistics  reported  with 
appropriate  provider  personnel. 

b.  Analytically  compare  the  statistics  reported 
with  those  of  the  prior  year.  Note  explana- 
tions for  any  unusual  variations  in  the 
workpapers. 

c.  Analytically  review  the  reported  statistics  for 
reasonableness  based  upon  your  knowledge 
of  the  provider. 

d.  Test  the  clerical  accuracy  of  the  accumula- 
tions of  statistical  data. 

The  workpapers  are  to  contain  an  exact  and  com- 
plete explanation  of  the  extent  of  the  review  of 
statistics. 

Patient  Revenues  -  RCCAC 

In  the  case  of  a  larger  hospital-skilled  nursing 
facility  complex  offering  a  full  range  of  services  (in- 
cluding, for  instance,  kidney  transplantation  and 
renal  dialysis)  the  RCCAC  method  is  used  to  appor- 
tion the  costs  of  a  variety  of  ancillary,  hospital  based 
physicians,  kidney  transplant,  renal  dialysis  and 
other  services,  not  only  to  sub-providers  and  SNF's, 
but  also  to  Parts  A  and  B  of  the  Medicare  program 
from  the  inpatient,  outpatient  and  other  specialized 
activities  of  these  related  providers.  Where  required 
by  the  State,  these  costs  are  also  apportioned  to  Ti- 
tles V  and  XIX  using  the  same  methodology.  The 
use  of  patient  charges  is  not  so  elaborate  in  smaller 
institutions  offering  a  more  limited  range  of  ser- 
vices. Since  the  RCCAC  method  produces  fractional 
apportionment  of  costs,  it  is  necessary  that  both  the 
numerators  and  denominators  producing  these 
ratios  be  tested  to  the  auditor's  satisfaction. 
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Patient  revenues  are  also  used  in  computing  the 
limitation  of  the  lower  of  cost  or  charges  and  for 
overall  limitations  on  the  coverage  of  routine  ser- 
vice costs  under  Medicare.  The  latter  two  limitations 
are  the  only  two  which  involve  the  consideration  of 
charges  for  routine  inpatient  care. 

Before  testing  patient  revenues  (charges),  the  audi- 
tor should  identify  all  specific  categories  of  charges 
and  costs  that  are  used  on  the  cost  report,  and 
should  relate  these  to  and  become  familiar  with  the 
provider's  system  of  categorizing,  recording  and  ac- 
cumulating patient  revenues  (charges). 

The  following  general  audit  procedures  (or  their 
equivalent)  should  be  considered  in  determining 
the  fairness  and  general  reliability  of  the  charges 
used  to  apportion  costs  on  the  Statement  of  Reim- 
bursable Cost  and  supporting  statements  and 
schedules: 

1.  Compare  current  year's  revenues  by  depart- 
ment with  those  of  the  prior  year  and  determine 
the  reasons  for  any  unusual  and  significant 
variations. 

2.  Make  an  overall  test  of  income  from  routine 
services  (room  and  board)  using  the  percent  of 
occupancy  and  maximum  annual  potential 
revenue. 

3.  For  ancillary  departments  operating  under  a 
commission  arrangement  with  the  department 
heads,  compare  the  departmental  revenues 
recorded  on  the  books  with  the  revenues  used 
to  compute  the  amounts  paid  under  the  contrac- 
tual arrangements. 

4.  Obtain  a  summary  of  revenues  (both  inpatient 
and  outpatient)  by  month  and  department  and 
as  between  Medicare  and  non-Medicare.  Com- 
pare totals  between  months  and  determine 
reasons  for  unusual  variances. 

5  Review  relative  Medicare  utilization  for 
reasonableness. 

6.  Obtain  copies  of  all  the  provider's  schedules  of 
charges  used  in  the  period  under  audit.  Deter- 
mine if  the  provider  has  any  special  charging  ar- 
rangements (other  than  the  regular  schedule) 
with  special  groups,  such  as  group  practice  pre- 
payment plans  or  health  maintenance  organiza- 


tions, which  would  affect  the  RCCAC  applica- 
tion. If  so,  the  revenues  applicable  to  these  ar- 
rangements should  have  been  subject  to  "gross- 
ing up"  for  the  purposes  of  the  cost  statement 
so  that  the  amounts  are  comparable  to  the 
revenues  generated  by  the  regular  schedules  of 
charges. 

7.  On  a  test  basis,  trace  individual  patients1 
charges  for  room  and  board,  drugs,  supplies  and 
other  special  services  to  charge  slips  (include 
Medicare  patients).  Determine  whether  the 
charges  (revenues)  have  been  properly 
classified  as  to  type  of  patient  -  e.g.  Medicare, 
Medicaid,  Blue  Cross,  private  pay,  etc.  Also 
determine  that  the  charges  have  been  properly 
identified  to  the  revenue-producing  depart- 
ments initiating  the  charges. 

8.  Review  data  on  the  charge  slips,  including  pa- 
tients' names,  by  reference  to  the  appropriate 
source  documents.  The  source  documents  may 
include  admitting  register,  log  books,  ancillary 
daily  reports  of  service,  appointment  books,  pa- 
tients' medical  records,  etc. 

9.  Conversely,  test  data  from  appropriate  source 
documents  to  the  charge  slips  and  patients'  ac- 
counts to  determine  that  each  patient  is  being 
charged  for  all  services  rendered. 

10.  Using  the  schedule  of  regular  charges  applicable 
to  the  period  tested,  determine  that  charges  to 
Medicare  and  all  other  patients  are  proper,  con- 
sistent, and  comparable. 

11.  Compare,  on  a  test  basis,  information  in 
Medicare  patients'  accounts  to  the  Medicare  in- 
patient or  outpatient  billing  forms. 

a.  Refer  to  the  BHI  Report  of  Eligibility  and 
determine,  on  a  test  basis,  that  the  proper 
deductible  and  coinsurance  amounts  were 
charged  to  the  patients  and  not  to  Medicare. 
Also,  ascertain  that  non-covered  charges 
were  excluded  from  Medicare  revenues. 

b.  Test  the  accumulations  for  the  proper 
segregation  of  Medicare  and  non-Medicare 
revenues  (by  departments)  used  in  the  cost 
report. 

c.  Test  the  providers'  accumulations  of  deduc- 
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tibles  and  coinsurance  (for  both  inpatients 
and  outpatients);  check  the  clerical  accuracy 
and  reconcile  to  the  amounts  reported  on  the 
settlement  forms. 

Other  Revenues 

Only  costs  related  to  patient  care  are  reimbursable 
under  the  Medicare  program.  Many  providers  have 
revenues  resulting  from  non-covered  services  to  pa- 
tients or  other  arrangements  not  directly  related  to 
patient  care,  the  costs  of  which  are  contained  in  the 
expense  accounts.  Adjustments  must  be  made  to 
eliminate  the  costs  (both  direct  costs  and  applicable 
overhead)  attributable  to  such  revenues.  If  the  cost 
cannot  be  determined,  the  total  revenue  must  be  in- 
cluded as  a  reduction  of  operating  costs.  Ordinarily, 
significant  amounts  of  general  service  costs  are  not 
applicable  as  overhead  to  most  of  the  activities,  and 
they  may  be  adjusted  for  on  the  "Adjustments  to 
Expenses"  schedule  of  the  cost  report.  Such  items 
may  include: 

•  Personal  laundry  service  to  patients,  employees 
and  others. 

•  Employees'  cafeteria,  public  restaurants,  snack 
bars,  guest  and  special  nurses'  meals,  etc. 

•  Drugs  and  supplies  sold  to  other  than  patients. 

•  Sale  of  "take-home"  items  to  patients. 

•  Training  school  fees,  tuition,  textbooks,  etc. 

•  Rental  of  employees"  living  quarters. 

•  Income  from  telephone  service,  radio,  and 
television. 

•  Recoveries  of  insured  losses. 

•  Rental  of  hospital  (SNF)  space. 

•  Medical  record  transcript  fees. 

•  Scrap  sales. 

•  Vending  machine  commissions. 

•  Nurses'  registry  fees. 

When  significant  general  service  costs  are  applicable 
to  the  costs  of  revenue-producing  activities,  they 
should  be  handled  as  nonreimbursable  cost  centers 
in  the  cost  report,  subject  to  step-down  cost  finding. 
Such  activities  may  include  unallowable  research, 
gift  and  flower  shops,  physicians  private  offices  and 
fund  raising  expenses. 

The  cost  report  instructions  provide  additional  gui- 
dance on  the  proper  handling  of  these  "other 
revenues"  and  references  to  appropriate  sections  of 
the  Provider  Reimbursement  Manual  (HIM-15). 

The  auditor  should  review  the  provider's  revenues 


arising  from  all  sources  other  than  direct  patient  ser- 
vices to  determine  their  nature  and  whether  they 
have  been  appropriately  handled. 

The  auditor  should  ascertain  that  grants,  gifts  or  en- 
dowment income  designated  by  a  donor  for  paying 
specific  operating  costs  have  been  deducted  from 
the  particular  operating  cost  or  group  of  costs  (see 
HIM-15,  Chapter  6).  Income  from  investments 
should  also  be  reviewed  to  ascertain  whether  any 
portion  should  be  offset  against  interest  expense 
(see  "Investments"  section  of  this  guide).  Deter- 
mine whether  assets  of  the  provider  are  held  by 
foundations  or  other  organizations,  and  thus 
whether  restricted  donations  received  by  that 
organization  are  in  the  name  of  the  provider  and 
should  be  offset. 

Patient  Days 

Patient  days  are  used  to  apportion  to  Medicare  the 
costs  of  general  routine  care,  special  care  units, 
kidney  transplants  and  for  other  computations  in  the 
cost  report.  The  classifications  of  patient-day 
statistics  needed  by  a  provider  are  contained  in  the 
statistical  data  schedules  of  the  cost  report  and,  for  a 
provider  offering  a  full  range  of  services,  are  fairly 
elaborate.  The  auditor  should  identify  all  categories  of 
patient-days  appropriate  for  the  provider's  use  in  the 
cost  report  and  should '-review  the  provider's  system  for 
accumulating  and  classifying  this  data  (including  the 
controls  in  effect)  as  part  of  his  evaluation.  The  follow- 
ing more  specific  audit  procedures  should  also  be 
considered: 

1.  Obtain  the  provider's  summary  of  inpatient 
days  (i.e.  Medicare  and  all  other  classifications) 
for  the  period.  Test  its  clerical  accuracy  and 
trace  the  totals  to  the  cost  reporting  forms. 

2.  Relate  the  monthly  totals  to  revenue  summaries 
used  in  the  test  of  revenues.  Determine  that  sig- 
nificant fluctuations  in  patient  days  during  the 
year  produced  corresponding  fluctuations  in 
revenues. 

3.  Support  the  period's  statistical  summary  with 
monthly  summary  sheets. 

The  form  of  the  monthly  statistical  records  will 
vary  with  each  provider.  Generally,  however, 
an  accumulation  of  daily  patient  activity  will  be 
maintained  for  each  category  of  patient-day 
statistics  needed  for  internal  as  well  as  third-par- 
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ty  reimbursement  purposes. 

4.  Test  the  clerical  accuracy  of  the  monthly  summ- 
aries. 

5.  Determine  that  the  day  of  admission  is  included 
in  and  the  day  of  discharge  is  excluded  from  the 
patient-day  statistics. 

6.  For  selected  period (s),  trace  the  balance  of  total 
patients  "in-house"  at  the  end  of  the  day  to 
daily  census  reports  (or  nursing  station  reports) 
submitted  to  the  business  office. 

a.  Select  a  representative  number  of  patients 
from  the  daily  census  reports.  Check  their 
medical  records  to  see  that  they  were,  in  fact, 
"in-house"  on  the  date  indicated  on  the  cen- 
sus report. 

b.  For  these  same  patients,  determine  that  they 
have  been  properly  categorized  (especially  as 
between  Medicare  and  non-Medicare)  in  the 
statistical  build-ups. 

7.  Trace  the  provider's  statistical  admission  and 
discharge  data  for  selected  patients  to  the 
records  of  the  admitting  and/or  business  office. 

8.  Trace  data  on  the  admission  and  discharge 
records  (used  in  No.  7  above)  to  patients'  medi- 
cal records.  Conversely,  trace  data  on  other  pa- 
tients from  the  medical  records  to  the  admitting 
and/or  business  office  records. 

9.  For  Medicare  patients,  compare  on  a  test  basis 
(by  name  and  date  of  admission  and  discharge) 
the  admitting  or  business  office  records  to  the 
billing  forms  submitted  to  the  intermediary. 

10.  The  intermediary's  remittance  advice  will  indi- 
cate the  number  of  Medicare  patient  days  for 
which  interim  reimbursement  is  being  made. 
For  a  test  period,  reconcile  the  data  on  remit- 
tance advices  to  the  provider's  accumulation  of 
Medicare  patient  days.  (If  the  provider  does  not 
segregate  Medicare  days  and  revenue  in  its 
records  but  derives  this  information  from  the 
Medicare  claim  forms,  test  the  accumulation  of 
this  data  and  reconcile  to  the  totals  reported). 

1 1.  Select  a  number  of  long-stay  Medicare  patients 
and  determine  that  days  in  excess  of  covered 


days  are  not  recorded  as  Medicare  days. 

12.  Review  disallowed  Medicare  claims,  if  any,  and 
determine,  on  a  test  basis,  that  the  patient  days 
(and  related  revenue)  have  been  reclassified  as 
non-Medicare. 

Limitations  on  Coverage  of  Costs 

The  1972  Amendments  provide  that  the  Secretary 
of  Health,  Education,  and  Welfare  may  impose 
limits  on  providers'  costs  to  be  recognized  as 
reasonable  (and  therefore  reimbursable)  by  the  pro- 
gram. The  law  provides  that  the  limits  on  cost  to  be 
recognized  as  reasonable  must  be  set  in  advance  and 
must  be  based  on  costs  incurred  by  similar  providers 
in  the  locality.  Providers  whose  costs  exceed  the 
limits  may,  subject  to  certain  conditions,  elect  to 
charge  program  patients  for  the  excess  costs  except 
for  emergency  care  or  when  the  admitting  physician 
has  a  financial  interest  in  the  facility. 

The  general  limitation  provision  is  contained  in 
regulation  Section  405.460  and  405.461.  Neither  the 
law  nor  the  regulations  specify  exactly  how  the 
limitation  is  to  be  determined  and  applied,  but  only 
provides  guidelines  within  which  any  limitations  im- 
posed by  the  Secretary  must  fall.  The  law  also  recog- 
nizes that  the  limits  initially  established  may  be  im- 
precise, and  that  the  initial  limits  and  methodologies 
may  require  refinement  from  time  to  time. 

Effective  with  provider  cost  reporting  periods  begin- 
ning on  or  after  July  1,  1974,  the  Secretary  has  im- 
posed cost  limits  on  inpatient  general  routine  costs 
of  hospitals  only.  Initially  the  limitation  is  not  ap- 
plicable to  the  costs  of  special  care  units,  ancillary 
services,  outpatient  services,  otherwise  allowable 
research  costs  or  to  providers  other  than  hospitals. 
However,  the  limitations  may  be  expanded  to  in- 
clude some  or  all  of  these  areas  as  additional 
knowledge  is  gained  by  the  program  and  appropriate 
methodologies  are  developed. 

The  hospital  routine  inpatient  cost  limitation  is 
covered  in  HIM- 15,  Chapter  25  and  may  be  further 
discussed  in  subsequent  Intermediary  Letters.  Its 
application  is  provided  for  in  the  cost  report 
schedules.  The  following  general  audit  procedures 
would  ordinarily  be  appropriate: 

1.  Inquire  of  the  intermediary  as  to  the  current 
status  of  cost  limitations  imposed  under  this 
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provision  -  i.e.  whether,  and  the  extent  to  which 
the  limitation  has  been  modified  or  expanded  in 
|      methodology  or  application. 

2.  Verify  with  the  intermediary  the  per  diem 
limitation  amount  applicable  to  the  provider  for 
the  year. 

3.  Program  payment  to  the  provider  is  initially  set 
at  the  lower  of  the  cost  limit  or  the  actual 
allowable  cost  incurred  for  the  year.  However,  it 
is  reduced  to  the  extent  that  the  program  pay- 
ment (as  defined  above)  plus  the  amount  of 
billed  charges  to  the  beneficiaries  exceed  the 
provider's  otherwise  allowable  cost  of  providing 
any  item  or  service  for  which  a  cost  limit  is  ap- 
plied. Trace  the  aggregate  charges  to  benefici- 
aries for  excess  costs  to  the  providers  records 
and  test  patient  charges  as  necessary  to  verify 
their  nature  and  appropriateness  (see  Patient 
Revenues  portion  of  the  guide). 

Reimbursement  at  Lower  of  Cost  or  Charges 

Effective  for  provider  cost  reporting  periods  begin- 
ning after  December  31,  1973,  program  reimburse- 
ment to  providers  is  limited  to  the  lower  of  the 
reasonable  cost  of  services  furnished  to  beneficiaries 
or  the  customary  charges  made  by  the  provider  for 
the  same  services.  This  limitation  on  reimburse- 
ment is  applied  after  reasonable  costs  have  been 
determined  as  adjusted  for  any  "Limitations  on 
Coverage  of  Costs'-'  (Regulation  Section  405.460 
and  405.461  -  previously  discussed);  and  is  com- 
puted using  the  aggregate  of  all  charges  for  covered 
services  which  are  reimbursed  on  the  basis  of  cost 
(i.e.  excluding  any  charges  for  physicians  services 
not  reimbursable  to  the  provider  on  a  reasonable 
cost  basis). 

Costs  not  reimbursed  under  this  provision  may, 
subject  to  certain  conditions,  be  carried  forward  for 
up  to  two  succeeding  years  (or  five  years,  for  new 
providers)  and  added  to  the  reasonable  costs  of 
those  years.  The  lower-of-cost-or-charges  limitation 
is  contained  in  Regulation  Section  405.455  and  is 
further  discussed  in  HIM-15.  Guidance  is  also  con- 
tained in  the  instructions  to  the  cost  report  forms. 
The  forms  contain  a  step-by-step  calculation  for  the 
application  of  this  limitation,  including  the  carry- 
forward provision.  The  following  general  audit  steps 
are  suggested: 

1.  Check  the  clerical  accuracy  of  the  computation. 


2.  Agree  the  appropriate  cost  and  charges  data 
from  other  appropriate  cost  report  schedules. 

3.  Depending  on  other  work  performed  on  patient 
charges  (See  "Patient  Revenues  -  RCCAC" 
portion  of  this  guide)  consider  the  need  to  test 
the  classifications  of  charges  and  to  trace 
Medicare-charges  information  to  the  provider's 
underlying  records. 

4.  Ascertain  that  the  charges  exclude: 

a.  Any  amounts  attributable  to  physicians'  ser- 
vices not  reimbursable  to  the  provider  on  a 
reasonable  cost  basis. 

b.  Non-covered  provider  services. 

5.  If  the  provider's  reimbursable  costs  were 
reduced  due  to  "Limitations  on  Coverage  of 
Costs"  (discussed  above),  ascertain  that  the 
reduced  costs  (i.e.  those  allowable  under  that 
limitation)  are  used  in  this  (lower-of-cost-or- 
charges)  limitation. 

6.  If  prior  years'  costs  are  carried  forward,  review 
the  propriety  of  those  amounts  with  the  inter- 
mediary. Also  review  the  prior  years  to  which 
these  amounts  were  attributable  and  determine 
whether  they  are  properly  within  the  allowable 
carry-forward  period. 

Other  Settlement  Data 

1.  In  reviewing  the  computation  of  the  reimburse- 
ment settlement: 

a.  Trace  the  total  deductibles  and  coinsurance 
amounts  billed  to  Medicare  patients  to  the 
provider's  accumulation  (tested  under 
"Revenues"). 

b.  Ascertain  that  the  year-end  cut-off  for 
deductibles  and  coinsurance  is  the  same  as 
that  used  to  establish  total  and  Medicare  pa- 
tient charges  for  the  period. 

2.  Review  the  amounts  received  (and  accrued) 
from  the  intermediary  as  interim  reimburse- 
ments: 

a.  Trace  the  "Differential  in  charges  between 
semi-private  accommodations  and  less  than 
semi-private  accommodations"  to  the  pro- 
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vider's  accumulations.  If  none  is  shown,  in- 
quire whether  any  Medicare  patients  were 
assigned  less  than  semi-private  accommoda- 
tions. If  so,  an  adjustment  should  be  made. 

b.  If  not  done  in  the  test  of  revenues,  check  the 
clerical  accuracy  and  test  individual  items  in 
the  accumulation  for  propriety. 

c.  Check  cut-off  as  in  Kb)  above. 

Expenses 
1.  General 

The  following  general  steps  are  suggested.  The 
test  of  payroll  and  payroll  distribution  are  sepa- 
rately discussed  in  the  "Payroll  Test"  portion  of 
this  guide. 

a.  Compare  expense  account  balances  with  the 
prior  year  and  determine  reasons  for  signifi- 
cant variations. 

b.  Determine  the  nature  of,  and  analyze  where 
necessary,  any  new  or  unusual  expense  ac- 
counts for  propriety  and  applicability  to  reim- 
bursable expenses. 

c.  When  reviewing  expense  accounts,  note 
unusual  items  (such  as  expenses  applicable 
to  prior  or  subsequent  periods  or  charges 
which  result  in  the  creation  of  other  funds  or 
reserves).  Investigate  such  items  and  deter- 
mine their  propriety. 

d.  The  extent  to  which  detail  analyses  of 
specific  expense  accounts  should  be  made 
should  be  governed,  with  due  regard  for  the 
adequacy  of  internal  control  procedures 
regarding  account  classifications,  by  the  rela- 
tive materiality  of  the  total  amount  charged 
into  an  account,  by  the  need  to  establish  the 
nature  of  the  individual  items  charged,  and 
by  the  relative  likelihood  that  it  may  contain 
charges  for  unallowable  expenses,  capital- 
type  items  or  other  items  requiring  special 
consideration  under  the  principles  of  reim- 
bursement. In  this  regard,  the  following  and 
similar  accounts  should  be  given  special  at- 
tention: 


(1)  Miscellaneous  expense 


(2)  Maintenance  and  repairs 

(3)  Operation  of  plant  (utilities  and/or  sup- 
plies) 

(4)  Professional  fees  (other  than  medical) 

(5)  Supplies  and  expenses  (general  and  ad- 
ministrative, laboratory,  X-ray,  phar- 
macy, dietary,  operating  room,  medical 
and  surgical,  etc.). 

e.  Ascertain  that  indirect  costs  were  applied  to 
expenses  not  related  to  patient  care  and  that 
these  expenses  have  been  excluded  in  total 
from  allowable  expenses  and/or  have  been 
offset  by  income  received.  (See  "Other 
Revenues"  section  of  this  guide.) 

f.  Ascertain  that  purchase  discounts, 
allowances  and  refunds  of  expenses  have 
been  included  as  a  reduction  of  expenses. 

g.  If  material,  analyze  rent  expense  for  the  year. 
Support  with  lease  agreements  or  correspon- 
dence. (See  HIM-15,  Chapter  1). 

(1)  Lease-purchase  agreements  or  leases 
with  options  to  buy  (or  to  continue  to 
rent  at  substantially  reduced  rentals  after 
the  expiration  of  the  lease)  should  be 
reviewed  to  determine  that  leasing  is  not 
being  used  to  accelerate  depreciation. 

(2)  Sale  and  lease-back  agreements  should 
be  reviewed  and  adjusted  where  necess- 
ary. 

(3)  Ascertain  that  expenses  paid  or  incurred 
between  related  parties  are  in  accordance 
with  the  reimbursement  principle, 
"Cost  to  Related  Organizations" 
(HIRM-1,  Section  405.427  and  HIM-15, 
Chapter  10). 

h.  If  the  provider  is  using  the  optional  deprecia- 
tion allowance,  review  the  reasonableness  of 
the  estimated  depreciation  on  rented 
depreciable-type  assets  excluded  from  the 
computation  base  and  compare  with  the 
straight-line  depreciation  on  rented  assets 
used  in  the  computation  of  the  limitation. 
(See  optional  allowance  in  "Property,  Equip- 
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ment  and  Related  Depreciation"  portion  of 
this  guide). 

2.  Bad  Debts 

(See  "Accounts  Receivable  (and  Bad  Debts)" 
portion  of  this  guide). 

3.  Allowances  to  Employees 

Review  the  provider's  method  of  handling 
revenue  allowances  attributable  to  employee 
fringe  benefits.  The  proper  treatments  of  these 
allowances  under  various  circumstances  are  dis- 
cussed in  HIM-15,  Chapter  3. 

4.  Costs  of  Educational  Activities 

Review  the  operating  cost  of  the  provider's 
educational  activities  for  composition, 
reasonableness,  and  general  applicability. 
Determine  that  all  related  income  (room, 
board,  tuition,  books,  etc.)  has  been  offset 
against  the  cost  of  operating  the  activity.  The 
cost  of  services  provided  to  program  benefici- 
aries by  interns  and  residents  either  employed 
by  a  hospital  without  a  teaching  program  or  in 
conjunction  with  a  teaching  program  which  is 
not  approved,  are  reimbursable  under  Part  B. 
(See  HIM-15,  Chapter  4). 

5.  Costs  to  or  from  Related  Organizations 

a.  Where  costs  are  allocated  to  or  from  related 
universities,  extended  care  facilities,  joint- 
service  operations  whose  costs  are  shared, 
etc.,  review  the  amounts,  composition  and 
bases  of  the  cost  allocations  for  propriety  and 
reasonableness. 

b.  Determine  the  extent  that  business  is  con- 
ducted with  other  organizations  related  by 
common  ownership  or  control.  The 
allowability  of  the  expenses  involved  should 
be  determined  in  accordance  with  HIRM-1, 
Section  405.427  and  HIM-15,  Chapters  10 
and  21. 

c.  If  the  provider  is  operated  by  a  State  or  local 
government  and  has  included  costs  allocated 
to  it  from  other  components  of  the  govern- 
ment, the  auditor  should  ordinarily  limit  his 
review  of  these  costs  to: 

(1)  an  inquiry  into  the  nature  of  the  services 


represented  by  the  costs, 

(2)  an  inquiry  into  the  bases  used  to  dis- 
tribute these  costs  to  the  provider  and 
other  governmental  activities  and, 

(3)  a  judgment,  based  on  these  inquiries,  of 
the  general  appropriateness  of  the  types 
of  service  and  support  costs  allocated 
and  the  allocation  bases  used  (See 
HIM-15,  Chapter  21). 

This  inquiry  would  not  necessarily 
preclude  contact  with  a  higher  tier  of 
government  if  it  is  necessary  to  obtain  an 
adequate  understanding  of  the  allocated 
costs.  However,  these  costs  and  alloca- 
tions should  not  be  audited  to  any 
greater  extent  unless  the  scope  of  the 
audit  is  expanded  by  the  intermediary.  If 
these  costs  are  material,  a  qualified  opin- 
ion or  a  disclaimer  of  opinion  should  be 
considered. 

6.  Research  Costs 

Review  the  provider's  research  activities  and 
their  relationship  to  patient  care  for  allowability. 
(See  HIM-15,  Chapter  5,  for  proper  handling  of 
these  costs.) 

7.  Compensation  of  Hospital-Based  Physicians 

Hospital-based  physicians  (HBP)  are  compen- 
sated under  a  variety  of  arrangements.  The  ap- 
proval and  administration  of  these  arrange- 
ments are  the  function  of  the  intermediary, 
coordinating  as  needed,  with  the  Part  B  Carrier 
servicing  the  area.  The  regulations  covering 
reimbursement  for  services  by  HBP  are  con- 
tained in  HIRM-1,  Section  405.480  et  seq.,  and 
are  futher  discussed  in  HIM-15,  Chapter  21. 
These  should  be  reviewed  for  a  general  under- 
standing, even  though  this  area  may  not  be  en- 
tirely applicable  to  a  hospital's  cost  report. 

The  following  are  the  minimum  prodedures 
which  should  be  considered  by  the  auditor.  Ad- 
ditional audit  procedures  to  be  employed  as  rel- 
ated to  billings  by  or  through  the  hospital  for 
physicians'  services  to  patients  should  be  the 
subject  of  a  distinct  understanding  between  the 
intermediary  and  the  auditor  for  each  hospital 
audit  engagement. 
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a.  HBP  Professional  Component 

That  portion  of  HBP  compensation  agreed 
upon  by  the  hospital  and  the  physician  as  ap- 
plicable to  the  physician  services  rendered  to 
patients  should  be  eliminated  from  the  hos- 
pital's costs.  The  portion  of  HBP  compensa- 
tion paid  for  physicians'  administration  of 
hospital  affairs  or  supervision  is  a  cost  of  the 
institution. 

(1 )  Obtain  a  copy  of  the  provider's  computa- 
tion of  amounts  to  be  excluded  from  the 
hospital's  costs. 

(2)  By  discussions  and  review  of  the  opera- 
tions, ascertain  whether  all  hospital- 
based  physicians  have  been  considered 
for  inclusion  in  the  computation. 

(3)  Determine  that  the  computation  ob- 
tained in  (1)  above  is  consistent  with  the 
method  approved  by  the  intermediary 
and  is  otherwise  essentially  fair. 

(4)  Review  the  computation  for  clerical  ac- 
curacy. 

(5)  Obtain  support  for  and/or  test  the  ele- 
ments of  the  computation  as  deemed 
necessary. 

b.  HBP  Combined  Billing 

The  physicians'  services  of  hospital  based 
radiologists  and  pathologists  to  inpatients 
and  outpatients,  and  the  services  of  other 
HBP  rendered  to  outpatients,  (except  psy- 
chiatric or  renal  dialysis  services)  can  be 
billed  to  the  intermediary  by  the  hospital 
under  the  combined  billing  method  if  certain 
conditions  are  met. 

If  this  method  of  reimbursement  for  physi- 
cians' services  is  elected,  settlement  for  the 
Part  B  component  of  the  physicians'  com- 
pensation is  made  as  part  of  the  cost  report 
settlement.  Where  combined  billing  is  used 
ascertain  that: 

(1)  the  hospital  customarily  bills  for  both 
the  hospital's  and  physicians'  services  to 
all  patients  (i.e.  both  Medicare  and 
other). 


(2)  physicians  are  compensated  by  salary,  or 
receive  a  percentage  of  charges.  Test  to 
see  that  physician's  compensation  is  not  | 
totally  or  partially  duplicated  in  Parts  A 
and  B  (see  a.  above). 

(3)  the  combined  billing  method  is  not  used 
for  any  inpatient  services  except  those 
furnished  by  physicians  in  the  fields  of 
radiology  or  pathology. 

(4)  the  services  of  all  HBP  in  a  particular 
department  using  combined  billing  are, 
in  fact,  being  billed  under  this  method. 

The  tests  of  the  apportionment  of  physicians 
compensation  when  the  combined  billing 
method  is  used  is  discussed  under  the  "Pa- 
tient Revenues  -  RCCAC"  portion  of  this 
guide. 

8.  Inpatient  Routine  Nursing  Salary  Cost 
Differential 

Effective  July  1,  1969,  the  Secretary  has  recog- 
nized that  the  amount  of  routine  nursing  care 
furnished  to  aged,  pediatric  and  maternity  pa- 
tients is  greater  than  for  other  patients. 
Therefore,  an  inpatient  routine  nursing  salary 
cost  differential  is  computed  for  these  patients 
which  attributes  to  them  a  proportionately 
greater  per  diem  cost  for  routine  care  than  to 
other  patients.  To  the  extent  that  Medicare  pa- 
tients are  included  in  the  aged,  pediatric  and 
maternity  patients  serviced  by  the  provider  in  a 
cost  reporting  period,  Medicare  is  apportioned 
its  share  of  these  attributed  increased  costs. 
Effective  for  cost  reporting  periods  starting 
after  December  31,  1971,  the  differential  is  not 
applicable  to  nursing  services  rendered  to  inpa- 
tients in  intensive  care,  coronary  care  or  other 
special  care  inpatient  hospital  units.  The  rate  of 
differential  has  been  initially  established  at 
eight  and  one-half  percent. 

The  differential  is  discussed  in  HIM-15, 
Chapter  13.  The  cost  report  form  and  instruc- 
tions provide  the  step-by-step  procedures  for 
computing  the  cost  of  routine  care  to  Medicare 
and  other  patients.  In  reviewing  this  computa- 
tion the  following  procedures  are  suggested: 

a.  Review  the  computation's  clerical  accuracy. 
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b.  Trace  the  various  patient-day  statistics  used 
in  the  computation  to  the  statistical  data 
sheets  of  the  cost  report  and  to  the  provider's 
underlying  statistical  records.  (These  should 
have  been  verified  to  the  auditor's  satisfac- 
tion in  his  test  of  patient  days  -  see  "Patient 
Days"  portion  of  this  guide.)  Test  as  necess- 
ary. 

c.  Review  the  provider's  separation  of  routine 
nursing  salary  cost  (to  which  the  differential 
is  applied)  from  the  total  inpatient  routine 
service  cost,  and  ascertain  that  only  the  gross 
salaries  of  personnel  engaged  in  nursing  in 
general  routine  service  areas  are  included 
(See  HIM-15,  Chapter  13).  This  may  have 
been  accomplished  in  the  general  test  of 
payroll  (See  "Payroll  Test"  portion  of  this 
guide). 

9.  Return  on  Equity  Capital  of  Proprietary  Pro- 
viders 

Section  405.429  of  the  Reimbursement  Regula- 
tions allows  a  return  on  investment  as  an  ele- 
ment of  cost  for  proprietary  providers.  As  an 
element  of  cost,  it  is  subject  to  apportionment 
(as  between  Medicare  and  non-Medicare)  as 
any  other  element  of  allowable  cost.  In  comput- 
ing equity  capital,  there  are  a  number  of  special 
considerations  as  to  what  is  to  be  included  in  the 
base  and  at  what  relative  weight.  More  details, 
including  examples  of  how  this  calculation  is 
made,  are  included  in  the  Provider  Reimburse- 
ment Manual  (HIM-15),  Chapter  12.  The  cost 
report  also  provides  schedules  for  computing 
this  return.  The  computation  and  the  bases  for 
it  should  be  reviewed.  The  allowable  rate  of 
return  for  the  period  should  be  ascertained  from 
the  intermediary. 

10.  Proprietary  Providers  -  Additional  Procedures 

a.  Determine  that  owner's  compensation  has 
been  paid  in  accordance  with  HIRM-1,  Sec- 
tion 405.426  (See  also  HIM-15,  Chapter  9). 

(1)  Review  the  stock  record  book  or 
partnership  agreement  to  determine  the 
names  of  the  owners. 

(2)  Examine  contracts,  minutes,  etc.,  to 
determine  the  authorized  amounts  of 
compensation  for  employment  (includ- 


ing salaries,  fringe  benefits,  allowances, 
expense  accounts,  life  insurance 
policies,  etc.). 

(3)  Compare  the  ratios  of  owners'  claimed 
compensation  to  their  ratios  of  relative 
ownership  to  determine  whether  divi- 
dends are  being  converted  to  claimed 
compensation.  (Similar  comparisons  to 
partners'  capital  accounts  and  profit  dis- 
tribution provisions  of  partnership 
agreements  should  be  performed  for 
providers  operated  by  a  partnership.) 

(4)  When  reviewing  various  expense  ac- 
counts, be  alert  for  unallowable  personal 
expenses  of  owners  or  fringe  benefits  to 
owners  not  reported  as  compensation. 

(5)  The  intermediary  has  ranges  of  compen- 
sation which  BHI  has  furnished  to  ena- 
ble it  to  determine  the  reasonableness  of 
claimed  compensation.  Inform  the  inter- 
mediary of  the  accuracy  of  the  informa- 
tion reported  on  the  cost  forms  and  of 
any  adjustments  to  that  information 
recommended  as  a  result  of  audit.  The 
intermediary  will  determine  the 
reasonableness  of  the  amount  claimed 
and  instruct  the  auditor  as  to  any  necess- 
ary adjustments  to  the  total  amounts 
arising  from  considerations  of 
reasonableness. 

b.  Ascertain  that  taxes  on  income  are  not  in- 
cluded in  reimbursable  costs. 

c.  Review  the  Federal  income  tax  return  for  the 
period  being  audited  and  the  latest  report  of 
audit,  if  any,  by  the  Internal  Revenue  Serv- 
ice for  any  information  or  adjustments  that 
may  affect  the  Medicare  cost  report.  If  un- 
able to  obtain  such  documents,  inform  the 
intermediary  and  request  further  instructions 
as  to  any  additional  procedures  to  be  per- 
formed. 

Payroll  Test 

Salaries  and  wages  usually  approximate  50  to  70  per- 
cent of  costs  incurred  by  providers.  This  area, 
therefore,  should  be  tested  to  the  satisfaction  of  the 
auditor. 
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1.  Test  the  clerical  accuracy  and  distribution  (i.e. 
expense  departments  charged)  of  selected 
payroll (s)  and  trace  postings  to  departmental 
expense  and  general  ledgers. 

2.  Review  postings  for  the  year  and  investigate  any 
unusual  fluctuations. 

3.  If  an  imprest  cash  fund  is  used,  compare  net 
payroll  to  the  reimbursement  from  operating 

cash. 

4.  Trace  payroll  data  through  appropriate  ac- 
cumulations and  reconcile  to  the  quarterly 
payroll  tax  returns. 

5.  Where  the  provider  pays  special  duty  nurses  and 
bills  the  patient  (as  a  go-between),  establish 
that  such  items  are  actually  billed  to  and  col- 
lected from  the  patients,  and  that  they  are  ex- 
cluded from  gross  revenues  and  reimbursable 
expenses. 

6.  Ascertain  that  salaries  and  applicable  fringe 
benefits  paid  in  connection  with  activities  not 
related  to  patient  care  (such  as  fund  raising, 
basic  research,  gift  shop,  etc.)  have  been  ex- 
cluded from  allowable  cost. 

7.  Test  the  appropriate  classification  of  accounts 
that  may  be  subject  to  different  limitations  and 
varying  levels  of  reimbursement,  such  as, 
routine  versus  special  care  unit  costs,  routine 
versus  ancillary  service  costs,  different  types  of 
nursing  costs  (because  of  the  eight  and  one-half 
percent  differential)  and  costs  related  to  capital 
projects  that  should  be  capitalized  instead  of  ex- 
pensed. 

8.  For  providers  including  the  imputed  value  of 
voluntary  services  of  nonpaid  workers  (See 
HIM-15,  Chapter  7): 

a.  Review  and  abstract  from  the  agreement 
with  the  organization  of  nonpaid  workers  any 
data  such  as  positions,  annual  imputed  value, 
etc.,  needed  to  complete  workpapers. 

b.  Obtain  and  review  the  schedule  showing  the 
computation  of  the  imputed  value  for  each 
person  claimed. 

c.  Compare  the  imputed  salaries  to  the  com- 


pensation of  paid  workers  in  similar  positions 
in  accordance  with  HIM-15,  Chapter  7. 

d.  Ascertain  that  only  the  net  value  of  the  serv- 
ices of  the  nonpaid  workers  was  imputed  -  i.e. 
that  the  costs  of  any  perquisites  and  mainte- 
nance (e.g.  Sisters'  maintenance)  provided  to 
nonpaid  workers  in  excess  of  those  provided 
to  other  employees  in  comparable  positions 
are  deducted  from  the  gross  value  of  their 
services. 

e.  Examine  time  records  supporting  non-paid 
services  and  test  extensions. 

f.  Trace  amounts  to  departmental  expense  and 
general  ledgers. 

9.  Review  the  provider's  employee  fringe  benefits 
program,  document  and  test  as  appropriate,  and 
ascertain  the  general  propriety  of  including 
these  expenses  in  reimbursable  cost.  If  any 
unusual  fringe  benefits  are  provided  to 
employees,  the  allowability  of  which  is  in  ques- 
tion, contact  the  intermediary  for  a  determina- 
tion. 

Property,  Equipment  and  Related  Depreciation 
General 

Because  of  the  peculiarities  of  the  Principles  of 
Reimbursement  relating  to  depreciation  (especially 
in  the  provider's  early  years  under  the  Medicare 
program),  the  depreciation  provision  and  accumul- 
ated "Reserves  for  Depreciation"  for  Medicare  pur- 
poses may  not  agree  with  the  "books".  This  can  be 
expected  especially  where  a  provider  was  operating 
long  before  the  start  of  the  Medicare  program  or 
where  one  method  of  depreciation  is  used  for  finan- 
cial reporting  or  tax  purposes  and  another  allowable 
method  is  used  for  determining  the  cost  applicable 
to  the  Medicare  program. 

The  base  value  of  assets  used  to  compute  deprecia- 
tion, likewise,  may  not  agree  with  the  books.  This 
may  be  true  of  older  non-profit  organizations  which 
have  not  maintained  adequate  property  records  over 
the  years  or  which  may  not  have  recorded  (properly, 
or  at  all)  the  fair  market  value  of  donated  assets  at 
the  time  of  acquisition.  Such  providers'  asset  values 
would  have  to  be  established  on  an  historical  cost 
basis  by  qualified  appraisal  firms  and  the  appraisals 
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approved  by  the  intermediary.  These  values,  repre- 
senting estimated  historical  cost,  would  then  be  ac- 
ceptable for  computing  depreciation  but  need  not 
necessarily  be  recorded  on  the  books. 

However,  if  asset  values  and/or  related  depreciation 
under  the  Medicare  program  differs  from  that 
recorded  on  the  books,  adequate  memorandum- 
type  accounting  records  for  Medicare  depreciation 
must  be  produced  and  maintained  in  support  of  cur- 
rent and  cumulative  amounts  taken  into  operations 
(unless  the  optional  allowance  is  used). 

Sections  405.415  through  405.418  of  HIRM-1  con- 
tain the  reimbursement  principles  related  to 
depreciation.  The  intent  of  these  principles  is 
further  clarified  in  HIM-15,  Chapter  1. 

Audit  Procedures 

The  audit  procedures  to  be  employed  in  the  audit  of 
any  provider's  depreciation  expense  will  vary,  de- 
pending on  the  combination  of  circumstances  and 
transactions  involving  depreciable  property. 
However,  the  following  audit  procedures  should  be 
considered  in  most  situations  and  are  applicable  to 
the  records  maintained  for  Medicare  cost  purposes. 

Initial  Audit 

1.  On  the  initial  audit  of  a  provider,  the  value  of 
depreciable  assets  must  be  reviewed.  Basically, 
assets  should  be  recorded  at  cost  (or,  in  the  case 
of  donated  assets,  fair  market  value  at  the  time 
of  donation).  To  determine  this,  tests  should  be 
made  of  a  portion  of  the  property  items  using 
detailed  property  records,  worksheets,  contrac- 
tors' and/or  vendors'  invoices,  workpapers  and 
reports  of  other  independent  auditors,  historical 
cost  appraisals  or  other  appropriate  supporting 
documentation. 

2.  Determine,  on  a  test  basis,  the  propriety  and 
consistency  of  asset  classification. 

3.  Review  the  provider's  capitalization  policy  for 
compliance  with  the  Medicare  regulations  and 
note  whether  it  was  consistently  applied. 

4.  If  the  provider  has  established  the  historical  cost 
of  the  assets  with  the  help  of  an  appraisal  com- 
pany determine  that: 

a.  the  provider  obtained  from  the  intermediary 


prior  approval  of  the  appraisal  company 
used,  and 

b.  the  appraisal  values  approved  by  the  inter- 
mediary were  used  in  the  depreciation  com- 
putations. 

5.  Ascertain  whether  the  asset  lives  and  deprecia- 
tion methods  used  by  the  provider  were  proper 
and  determine  whether  the  accumulated 
reserve (s)  at  the  beginning  of  the  period  are 
reasonable. 

Audit  of  Current  Period's  Activity 

1.  Review  the  activity  in  the  property  accounts  for 
the  year  and,  if  necessary,  discuss  with  the  pro- 
vider for  general  propriety. 

2.  Trace  major  additions  in  the  year  (on  a  test 
basis,  if  appropriate)  to  vendors'  invoices  or 
other  related  supporting  data  to  ascertain  that 
they  are  recorded  at  cost  (or  fair  market  value  in 
the  case  of  donated  assets).  Review  established 
costs  of  lease-purchase  assets  and  acquisitions 
of  on-going  operations  for  propriety. 

3.  Determine  that  the  items  are  capital  in  nature 
and  have  been  properly  classified. 

4.  If  appropriate  tour  the  provider's  facility  and  in- 
spect major  additions.  Note  any  other  equip- 
ment or  facilities  obtained  since  the  prior  aduit; 
and  check  for  proper  recording. 

5.  If  the  provider  has  recently  undertaken  (or 
completed)  a  major  expansion  of  its  facilities, 
ascertain  that: 

a.  start-up  costs  have  been  capitalized  and  are 
being  amortized  in  accordance  with  HIM-15, 
Chapter  21. 

b.  planning  costs  (architect's  fees,  etc.)  have 
been  capitalized  as  part  of  the  cost  of  the 
asset (s). 

6.  Also  note  any  items  of  major  equipment  no 
longer  in  use  and  through  discussions  with  pro- 
vider personnel,  determine  the  status  (ob- 
solete, standby,  etc.)  of  such  equipment  and 
whether  the  items  are  properly  reflected  in  the 
asset  accounts. 
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7.  Discuss  additions  which  appear  to  be  replace- 
ment items  and  determine  that  appropriate  cor- 
responding retirements  have  been  recorded. 

8.  Review  retirements  to  ascertain  that  appropriate 
costs  and  related  data  have  been  properly 
recorded. 

9.  Determine  that  gain  or  loss  on  the  disposition  of 
depreciable  asset(s)  has  been  included  in 
allowable  costs  in  accordance  with  regulation 
Section  405.415.  Gains  and  losses  are  discussed 
in  greater  detail  in  HIM- 15,  Chapter  1  and  may 
be  presented  as  an  adjustment  to  depreciation 
expense. 

10.  Compare  depreciation  methods  as  between 
years.  If  a  change  has  occurred,  ascertain  that 
proper  advance  approval  was  obtained  from  the 
intermediary.  (Only  one' change  per  asset  is  per- 
missable) .  After  July  1 970,  changes  in  deprecia- 
tion methods  may  only  be  made  to  the  straight- 
line  method;  and  no  intermediary  approval  is 
required  for  such  changes.  Once  the  straight- 
line  method  has  been  selected  for  an  asset,  an 
accelerated  method  may  not  be  subsequently 
used. 

11.  Compare  asset  lives  used  as  between  years.  If 
the  estimated  useful  lives  have  been  extended, 
determine  that: 

a.  Approval  has  been  obtained  from  the  inter- 
mediary. 

b.  For  assets  acquired  prior  to  entry  into  Medicare 
-the  depreciation  was  recomputed  retroac- 
tively from  the  dates  of  acquisition  and  that 
the  resultant  adjustment  to  the  prior  years' 
accumulated  depreciation  was  offset  against 
the  current  year's  provision. 

c.  For  assets  acquired  after  entry  into  Medicare  - 
the  depreciation  is  computed  over  the  re- 
maining lives  of  the  assets.  (However,  when 
an  asset  has  been  fully  depreciated  under  Ti- 
tle XVIII,  no  further  depreciation  is  allowed. 
For  more  details  and  examples,  see  HIM- 15, 
Chapter  I.) 

1 2.  Review  and  test  the  computations  of  the  current 
year's  provisions  and  reconcile  to  depreciation 
amounts  claimed. 


Note:  For  assets  acquired  after  July  1970,  the 
straight-line  method  of  depreciation  must  be 
used  unless  it  results  in  insufficient  cash  flow 
as  defined  in  HIM-15,  Chapter  1.  If  cash  flow 
is  insufficient,  the  provider  may  use  (only 
with  specific  permission  of  the  intermediary 
for  each  asset  involved)  a  declining  balance 
method— not  to  exceed  150  percent  of  the 
straight-line  rate. 

Optional  Allowance  for  Depreciation  Based  on  a 
Percentage  of  Operating  Costs 

A  provider  has  the  option  to  include  as  allowable 
cost  an  amount  in  lieu  of  depreciation  on  all  assets 
acquired  prior  to  calendar  year  1966.  This  option  is 
available  to  the  provider  whether  or  not  adequate 
asset  cost  records  are  available  for  pre- 1966  assets 
currently  in  use.  This  allowance  is  in  addition  to  ac- 
tual depreciation  computed  on  assets  acquired  after 
calendar  year  1965.  The  optional  allowance  is  to  be 
computed  and  limited  in  accordance  with  Regula- 
tion Section  405.416,  "Depreciation:  Optional 
Allowance  for  Depreciation  Based  on  a  Percentage 
of  Operating  Costs." 

For  more  details  and  illustrations  on  the  calculation 
of  the  "Optional  Allowance  for  Depreciation"  see 
HIM-15,  Chapter  1. 

Recovery  of  Acclelerated  Depreciation 

If  a  provider  terminates  (including  transfer  of 
ownership)  or  significantly  decreases  its  degree  of 
participation  in  the  program,  amounts  paid  for 
depreciation  in  excess  of  straight-line  depreciation 
are  recoverable  by  the  program.  Details  are  included 
in  HIM-15,  Chapter  1. 

Balance  Sheet  Accounts  -  Other  Than  Property 
General 

In  the  audit  of  provider  costs,  the  proper  scope  of 
the  review  of  balance  sheet  accounts,  other  than 
property,  is  largely  a  matter  of  professional  judg- 
ment. A  material  error  or  inconsistency  in  a  balance 
sheet  account  can  have  a  significant  impact  on  the 
amounts  shown  for  a  provider's  cost  in  a  given 
period.  Also,  weaknesses  in  the  internal  controls 
relating  to  the  accumulation  of  balance  sheet  data 
will  affect  the  recording  of  operating  costs.  Accor- 
dingly, the  scope  of  audit  of  balance  sheet  accounts 
for  Medicare  purposes  should  be  dictated  by  the 
effectiveness  of  the  internal  controls,  results  of  tests 


performed  in  other  areas,  past  experience,  relative 
materiality  of  the  account  balances,  and  the  poten- 
tial for  significant  misstatements  of  cost  to  the 
Medicare  program.  To  the  extent  that  they  are  avail- 
able and  can  be  relied  upon,  the  workpapers  of 
reviews  made  by  others  (i.e.  the  provider's  indepen- 
dent public  accountants,  internal  audit  function, 
other  third  party  payers,  etc.)  should  be  used  to  cur- 
tail the  amount  of  audit  effort  expended  on  these  ac- 
counts. 

For  proprietary  providers,  refer  to  step  9.  of  "Ex- 
penses" -  i.e.  "Return  on  Equity  Capital  of  Proprie- 
tary Providers''. 

Accounts  Receivable  (and  Bad  Debts) 

Per  Regulation  Section  405.420  (HIM-15,  Chapter 
3),  bad  debts,  charity,  and  courtesy  allowances  are 
deductions  from  revenue  and  are  not  to  be  included 
in  allowable  cost.  However,  bad  debts  attributable  to 
the  deductibles  and  co-insurance  amounts  of 
Medicare  patients  are  reimbursable  under  the 
program.  Except  for  proprietary  providers,  no  audit 
effort  should  be  expended  to  ascertain  the  general 
collectibility  of  the  accounts  receivable.  Hence,  in- 
dependent confirmation  of  patients'  accounts 
receivable  or  the  preparation  and/or  evaluation  of 
an  aged  accounts  receivable  trial  balance  for  the  pur- 
poses of  establishing  or  determining  the  adequacy  of 
an  "Allowance  for  Doubtful  Accounts"  (or  which 
accounts,  if  any,  should  be  written-off  directly  to 
operations)  would  not  be  required  during  a 
Medicare  cost  audit.  If  the  provider  is  proprietary, 
however,  certain  procedures  may  be  necessary  in 
connection  with  the  "Return  on  Equity  Capital" 
computation.  However,  the  amount  of  audit  effort 
expended  in  this  regard  should  be  proportionate  to 
the  potential  impact  on  the  Medicare  costs  and  not 
to  the  relative  impact  on  the  financial  statements. 

The  following  audit  procedures  are  generally  ap- 
plicable to  "Bad  Debts"  in  a  Medicare  cost  audit: 

1.  Ascertain  the  provider's  "bad  debt"  policy  and 
determine  whether  its  application  to  both 
Medicare  and  other  patients  is  consistent. 

2.  Obtain  a  listing  of  bad  debts  claimed  on  the 
Medicare  cost  report. 

3.  Ascertain  whether  reasonable  collection  efforts 
were  made. 


4.  Examine  claim  forms  or  other  pertinent  docu- 
mentation (on  a  test  basis)  to  establish  that  the 
patient  was  in  fact  a  Medicare  beneficiary. 

5.  Test  to  see  that  the  Medicare  bad  debts  were 
restricted  to  the  deductibles  and  coinsurance 
amounts  not  collected.  Bad  debts  representing 
charges  for  non-covered  services  to  Medicare 
beneficiaries  are  not  reimbursable  under  the 
Medicare  program. 

6.  Review  the  accounting  treatment  of  recoveries 
from  previously  written-off  Medicare  accounts 
to  insure  proper  offset  to  claimed  reimburse- 
ment. 

Investments  (All  Funds) 

Generally,  income  from  investments  is  not  con- 
sidered a  reduction  of  the  provider's  cost  of  opera- 
tions. However,  investment  income  must  be  used  to 
reduce  operating  costs  to  the  extent  that  interest  ex- 
pense is  otherwise  properly  included  therein,  unless 
the  income  is  derived  from: 

a.  Funded  depreciation. 

b.  Provider's  qualified  pension  fund. 

c.  Gifts  and/or  grants,  restricted  or 
unrestricted,  which  are  held  separate  and 
not  commingled  with  other  funds. 

If  however,  investment  income  is  derived  from 
donor-restricted  grants,  gifts,  or  endowments  desig- 
nated by  the  donor  for  paying  specific  operating 
costs,  it  must  be  deducted  from  those  operating 
costs  (but  not  in  excess  of  the  costs  incurred  in  the 
period). 

The  following  audit  procedures  should  be  con- 
sidered: 

1.  Obtain  a  summary  analysis  of  investment  trans- 
actions (i.e.,  securities,  real  estate,  etc.). 

2.  Ascertain  which  investments  produce  income 
that  (in  view  of  the  above)  may  affect  allowable 
costs. 

3.  Ascertain  that  all  investment  property  (i.e..  not 
used  in  the  general  operations)  is  segregated 
and  that  the  related  income  and  expenses  have 
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been  excluded  from  operations  (e.g.,  rental  pro- 
perty held  for  the  production  of  income). 

4.  Test  changes  in  the  fund  principal  during  the 
year  to  the  statement  of  transactions  prepared 
by  the  custodian.  If  a  statement  of  transactions 
is  not  prepared,  or  an  outside  custodian  is  not 
used,  test  transactions  to  brokers'  advices  or 
other  appropriate  supporting  data. 

5.  In  relation  to  the  investments  held  during  the 
year,  test  check: 

a.  computation  of  interest  income  (received 
and  accrued). 

b.  dividend  income  by  reference  to  published 
dividend  records. 

6.  Trace  investment  income  and  gain  or  loss  on  in- 
vestment transactions  to  the  unrestricted  fund 
income  accounts  or  to  the  applicable  fund  bal- 
ance analyses. 

7.  If  an  investment  pool  is  maintained,  review  the 
distribution  of  income  for  propriety. 

8.  If  considered  necessary,  review  amortization  of 
bond  premium  and  discount  for  propriety  and 
consistency  with  prior  years. 

9.  Ascertain  that  applicable  investment  income 
has  been  properly  offset  against  interest  ex- 
pense or  other  appropriate  operating  costs. 

10.  If  the  provider  is  funding  depreciation,  test  to 
see  that  the  funds  are  being  used  for  equipment 
purchases,  plant  improvements,  etc.  If  funds 
are  used  for  other  purposes,  income  attributable 
to  funded  depreciation  should  be  ratably  offset 
against  interest  expense  in  operations.  Current 
adjustment  of  prior  years1  interest  expense 
could  be  proper  in  certain  circumstances.  (See 
HIM-15,  Chapter  2). 

Fund  Balances 

1.  Determine  that  the  inter-fund  receivables  and 
payables  are  in  balance. 

2.  Review  the  analysis  of  changes  in  all  fund  bal- 
ances for  the  year. 

3.  Examine  documentation  on  major  contribu- 


tions for  restrictions  on  their  use.  Abstract  and 
update  permanent  file. 

4.  Ascertain  whether  grants,  gifts,  and/or  endow- 
ment income,  which  are  donor-restricted  for 
paying  specific  operating  costs,  have  been 
deducted  from  those  costs  in  the  determination 
of  allowable  costs  (see  "Investments").  On  a 
first  audit,  analyze  opening  balances  to  make 
such  a  determination  for  donations  made  in 
prior  years  and  still  being  held  in  the  current 
year. 

5.  As  necessary,  examine  major  expenditures 
from  special  funds  and  other  significant  transac- 
tions (especially  in  the  operating  fund)  to  see  if 
they  were  handled  properly  in  determining 
allowable  cost. 

6.  If  a  proprietary  institution,  analyze  the  activity 
in  all  "equity"  accounts  for  transactions  having 
a  possible  impact  on  cost. 

Interest  Bearing  Debt  (and  Interest  Expense) 

1.  Obtain  and  review  an  analysis  of  the  activity  of 
the  liability  account(s)  for  the  year  and  the  rel- 
ated interest  expense. 

2.  For  new  or  additional  borrowing,  abstract  the 
terms  of  the  loan  agreement  or  instrument  and 
up-date  the  permanent  file. 

3.  Review  the  resultant  interest  expense  for 
necessity  and  propriety  as  defined  in  Regulation 
Section  405.419.  Document  your  conclusions  in 
the  workpapers. 

4.  On  a  test  basis,  recompute  interest  expense  by 
reference  to  the  terms  of  the  loan  instruments. 

5.  Determine  whether  interest  expense  has  been 
properly  offset  by  any  appropriate  investment 
income  (See  "Investments"). 

6.  If  the  provider's  records  do  not  contain  suffi- 
cient evidence  of  the  amount  borrowed,  interest 
rate  and  payment  schedule  or  its  controls  with 
respect  to  such  evidence  are  inadequate,  con- 
sider the  need  to  confirm  these  items  with  the 
lender. 

7.  Proprietary  providers  -  interest  on  partners' 
capital  accounts  and  dividends  to  stockholders 
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of  a  corporation  are  distributions  of  profit.  As 
such,  it  should  be  determined  that  they  have 
been  excluded  from  interest  expense  or  other 
operating  accounts. 

8.  If  interest  expense  on  governmental  bond 
issues  has  been  included  in  the  cost  report, 
ascertain  its  allowability  in  accordance  with 
HIM-15,  Chapter  2. 

Accounts  Payable  and  Other  Liabilities 

1.  In  light  of  potential  significant  misstatement  of 
cost  to  the  Medicare  program,  consider  tracing 
large  and  unusual  items  in  accounts  payable  to 
supporting  documentation  and/or  subsequent 
cash  payment. 

2.  When  computing  the  return  on  equity  capital  of 
a  propriety  provider,  search  (or  determine  that 
an  adequate  search  has  been  made)  for  material 
unrecorded  liabilities.  Test  on  a  limited  basis. 

3.  The  scope  of  audit  work  on  other  liabilities 
should  be  determined  by  the  materiality  of  the 
balances  and  the  related  possibilities  of  a  signifi- 
cant misstatement  of  reimbursable  expenses  for 
the  period: 

a.  Review  the  reasonableness  of  other  payables 
by  comparision  with  the  corresponding  bal- 
ances at  the  end  of  the  prior  fiscal  period  and 
by  discussion  with  the  provider's  personnel. 

b.  Review  the  reasonableness  of  other  accrual 
balances  (e.g.,  payroll,  taxes,  medical  profes- 
sional fees,  pensions,  etc.)  by  reference  to 
the  provider's  accrual  worksheets  or  other 
supporting  data. 

c.  Review  the  activity  during  the  year  in 
malpractice  or  other  reserve  accounts  estab- 
lished by  the  provider  under  a  self-insurance 
program.  Ascertain  whether  contributions  to 
such  reserve  funds  were  excluded  from 
claimed  costs,  and  whether  allowable  losses 
were  properly  included  in  accordance  with 
HIM-15,  Chapter  21. 

Providers  With  All-inclusive  Rate  or  No-Charge 
Structures 

BHI  has  recognized  that  certain  providers  are  un- 
able, because  of  their  nature  and  circumstances,  to 


readily  use  the  regular  approved  methods  for  appor- 
tioning allowable  costs  between  Medicare  and  non- 
Medicare  patients  under  the  program.  These  pro- 
viders are  those  with  all-inclusive  rate  structures  or 
those  which  do  not  charge  for  the  services  they  pro- 
vide. To  accommodate  these  providers,  five 
methods  have  been  developed  which  (with  specific 
approval)  can  be  used  for  computing  costs  to  the 
program  until  such  time  as  the  provider  may  be  able 
to  use  the  regular  approved  methods  or  BHI 
precludes  their  use  entirely.  The  complete  explana- 
tions of  these  methods  are  contained  in  Intermedi- 
ary Letters  321,  A-71-25,  402,  and  A-75-55. 

The  audit  approaches  applicable  to  revenues  from 
patient  care,  patient  days  and  other  statistics  sug- 
gested previously  should  be  adequate  to  derive 
specific  testing  procedures  for  the  factors  and  bases 
used  in  these  computation  methods. 

If,  as  a  result  of  audit,  it  is  concluded  that  the  pro- 
vider has  (or  has  nearly)  developed  the  capability  of 
computing  its  costs  using  one  of  the  regular  ap- 
proved methods  of  cost  finding  and  apportionment, 
the  intermediary  should  be  so  advised. 

REPORTING 

General 

At  the  conclusion  of  the  audit,  the  auditor  is  re- 
quired to  submit  to  the  intermediary  an  adjustment 
report,  an  opinion  on  certain  information  included 
in  the  statement  of  reimbursable  cost,  and  any  ap- 
propriate suggestions  for  improving  the  provider's 
accounting  system  and  internal  controls. 

Audit  Adjustments 

The  form  and  instructions  for  the  completion  of  the 
Audit  Adjustment  Report  are  supplied  by  the  inter- 
mediary. The  report  lists,  by  cost  report  page, 
schedule,  line  and  column,  those  adjustments  to  the 
cost  report  as  originally  submitted  by  the  provider 
which  the  auditor  believes  to  be  proper  to  bring  the 
cost  report  into  conformity  with  the  Medicare  Prin- 
ciples of  Reimbursement  for  provider  costs. 

Discussion  With  Provider  Officials 

The  provider  should  be  advised  of  proposed  adjust- 
ments as  they  are  developed  during  the  course  of 
the  audit.  At  an  exit  conference  these  adjustments 
should  be  reviewed  with  a  responsible  official  of  the 
provider  who  has  the  authority  to  bind  the  provider. 
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Suggested  improvements  in  the  accounting  and 
statistics-gathering  systems  and  internal  controls 
should  also  be  discussed  at  this  time. 

Total  Agreement  by  the  Provider  to  Proposed  Ad- 
justments 

If  total  agreement  on  the  proposed  adjustments  is 
reached,  the  provider  representative  should  so  indi- 
cate by  signing  the  adjustment  report.  It  is  then  the 
provider's  responsibility  to  prepare  a  revised  State- 
ment of  Reimbursable  Cost  incorporating  the 
agreed-to  adjustments  on  which  the  auditor  is  to  ex- 
press his  opinion.  Appropriate  wording  of  an  un- 
qualified opinion  would  be  as  follows: 

We  have  examined  the  information  shown 
on  pages  (settlement  pages)  of  the  Statement 
of  Reimbursable  Cost  of  (Name  of  Provider) 
for  the  year  ended  Our  ex- 
amination of  this  information  was  made  in 
accordance  with  the  "Standards  For  Audit  of 
Governmental  Organizations,  Programs, 
Activities  and  Functions",  issued  in  June 
1972  (1974  Reprint)  by  the  Comptroller 
General  of  the  United  States  applicable  to 
examinations  of  financial  operations,  and 
with  the  audit  requirements  set  forth  in  the 
"Audit  Guide  for  Hospitals  and/or  Skilled 
Nursing  Facilities,  Health  Insurance  for  the 
Aged  and  Disabled",  published  by  the 
Department  of  Health,  Education,  and 

Welfare  dated  

and  accordingly  included  such  tests  of  the 
accounting  records  and  such  other  auditing 
procedures  as  we  considered  necessary  in  the 
circumstances. 

In  our  opinion,  pages  (settlement  pages)  of 
the  accompanying  (Hospital)  Statement  of 
Reimbursable  Cost  present  fairly  in  all 
material  respects  the  information  shown 
therein,  in  conformity  with  the  prescribed 
Principles  of  Reimbursement  for  Provider 
Costs  (HIRM-1)  published  by  the  Secretary 
of  Health,  Education,  and  Welfare. 

In  the  event  either  the  provider  or  the  auditor  finds 
it  necessary  to  add  notes  to  the  settlement  pages  to 
explain  the  provider's  application  of  the  cost  princi- 
ples using  methods  not  specifically  set  forth  in 
program  directives,  but  which  the  auditor  considers 
appropriate,  the  phrase  -  "applied  as  described  in 
the  notes  to  those  pages"  -  should  be  added  at  the 


end  of  the  preceding  opinion. 

The  foregoing  form  of  opinion  is  appropriate  for  use 
by  the  provider's  auditor  as  well  as  by  the  intermedi- 
ary-appointed auditors  who  may  or  may  not  have 
examined  the  provider's  financial  statements.  In  cir- 
cumstances where  the  provider's  unaudited  finan- 
cial statements,  in  complete  or  partial  form,  are 
shown  in  the  cost  report  schedules,  such  financial 
statements  should  be  marked  as  "unaudited"  and  a 
middle  paragraph  should  be  added  to  the  report  ex- 
pressing a  disclaimer  of  opinion  on  the  financial 
statements.  Such  a  paragraph  should  read: 

We  have  not  examined  the  financial  state- 
ments of  for  the  year 

ended   .,  and  accordingly,  we  do 

not  express  an  opinion  thereon.  Such  finan- 
cial statements  were  not  examined  by  other 
independent  auditors. 

If  the  financial  statements  were  examined  by  an  in- 
dependent auditor,  the  middle  paragraph  should 
read,  as  may  be  appropriate: 

We  have  examined  the  financial  statements 

of  for  the  year  ended 

  and  have  rendered  our  report 


thereon  under  date  of. 


or 


We  have  not  examined  the  financial  state- 
ments of  for  the  year 

ended  ,  and  accordingly  we  do 

not  express  an  opinion  on  them.  Such  state- 
ments were  examined  by  other  independent 
auditors  who  have  reported  on  them  under 
the  date  of  

Since  inclusion  of  the  middle  paragraph  is  intended 
solely  to  furnish  information  about  any  examina- 
tions that  may  have  been  made  of  the  financial  state- 
ments included  in  the  cost  reimbursement 
schedules  and  not  to  indicate  a  sharing  of  respon- 
sibility, the  opinion  expressed  as  to  the  Statement  of 
Reimbursable  Cost  should  not  be  modified  to  refer 
to  the  middle  paragraph. 

Other  Circumstances 

Timeliness  of  provider  cost  report  settlements  has 
traditionally  been  a  program  concern;  and  this  con- 
cern has  been  reinforced  by  amendments  to  the 
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Medicare  Law.  Past  experience  of  the  intermediary 
may  have  shown  that  the  provider  has  failed  to  cor- 
rectly and/or  completely  rework  the  cost  report  after 
audit  or,  without  vaild  reason,  has  not  complied 
with  the  time  frames  established  by  the  intermedi- 
ary for  reworking  the  report  to  reflect  audit  adjust- 
ments. In  other  cases,  the  provider  may  not  agree 
with  one  or  more  proposed  adjustments  and  may 
refuse  to  sign  the  Audit  Adjustment  Report  and 
refuse  to  prepare  and  sign  a  revised  cost  report 
reflecting  the  audit  adjustments.  In  these  instances, 
the  intermediary  has  the  responsibility  for  making  a 
final  determination  of  allowable  cost  based  on  the 
cost  report  as  originally  submitted  by  the  provider 
adjusted  for  the  effect  of  the  proposed  audit  adjust- 
ments. 

In  these  instances,  the  auditor's  report  will  contain 
an  opinion  on  the  provider's  original  cost  report  as 
modified  by  the  Audit  Adjustment  Report.  The 
scope  paragraph  (and  middle  paragraph,  if  appropri- 
ate) should  be  as  previously  illustrated.  An  ap- 
propriate opinion  paragraph  in  these  circumstances 
would  be: 

In  our  opinion,  after  the  accompanying 
pages  (settlement  pages)  have  been  restated 
to  give  effect  to  the  adjustments  described  in 
the  Audit  Adjustment  Report,  the  accom- 
panying pages  (settlement  pages)  of  the  (Hos- 
pital) Statement  of  Reimbursable  Cost,  as  so 
restated,  will  present  fairly  in  all  material 
respects.  .  .  . 

The  use  of  this  form,  when  coupled  with  the  cost  re- 
port and  adjustment  report  facilitates  the  prepara- 
tion of  the  report,  and,  in  the  situations  described, 
accelerates  the  auditor's  disengagement  from  the 
job  and  the  intermediary's  settlement  and  other  ad- 
ministrative processes. 

After  being  informed  of  the  results  of  audit  and  any 
recommended  audit  adjustments,  the  intermediary 
will  be  responsible  for  the  accuracy  of  the  calcula- 
tion or  recalculation  of  the  revised  cost  report  and 
determination  of  the  final  reimbursable  amount. 

Qualifications  and  Disclaimer  of  Opinion 

Appropriate  modification  of  the  illustrative  form 
will  be  required  when  the  auditor  finds  it  necessary 
to  qualify  his  opinion  or  give  a  disclaimer  of  opinion. 

There  may  be  situations  in  which  the  auditor  ex- 


amining the  costs  claimed  for  reimbursement  will 
not  be  able  to  formulate  an  opinion  concerning  such 
costs,  or  items  included  therein,  either  because 
restrictions  were  placed  on  the  scope  of  his  work  by 
the  intermediary  or  because  the  condition  of  the 
records  was  such  as  to  prevent  him  from  performing 
the  work  necessary  in  the  circumstances.  In  these 
situations,  in  reporting  on  the  costs  claimed,  the  au- 
ditor should  refer  to  Statements  on  Auditing  Stan- 
dards issued  by  the  American  Institute  of  Certified 
Public  Accountants  in  determining  the  most  ap- 
propriate manner  of  reporting  on  such  limited 
audits. 

There  also  may  be  situations  where  the  auditor  will 
conclude  that  information  shown  is  not  presented 
fairly.  These  situations  may  concern  instances 
where,  for  example,  the  auditor  concludes  that  the 
statements  of  reimbursable  cost  do  not  present  cer- 
tain information  in  conformity  with  accounting  re- 
quirements of  the  Department  of  Health,  Educa- 
tion, and  Welfare,  or  where  cost  allocations  are 
made  improperly  or  information  is  inaccurate.  In 
those  situations  the  auditor  should  be  guided  by  the 
discussion  of  qualified  opinions  and  adverse  opi- 
nions in  Statement  on  Auditing  Standards  No.  2 
(October  1974),  issued  by  the  American  Institute  of 
Certified  Public  Accountants. 

Limited  Examinations 

Intermediaries  may  seek  the  advice  and  assistance 
of  auditors  with  respect  to  various  accounting  and 
auditing  matters  associated  with  Medicare.  This  may 
include  requests  for  limited  examinations.  The  form 
of  report  to  be  submitted  in  such  cases  should  be 
designed  to  fit  the  individual  situation  and  should 
set  forth  clearly  the  scope  of  the  work  performed 
and  the  results.  The  auditor  should  be  careful  in  re- 
porting on  such  situations  that  he  does  not  give  the 
impression  of  having  assumed  more  responsibility 
than  his  special  examination  warrants.  Generally, 
the  provisions  of  the  AICPA  Statement  on  Auditing 
Standards  (SAS)  No.  14  entitled  Special  Reports 
(December  1976)  apply  to  such  situations.  In  some 
cases  "negative  assurance"  type  of  reports  may  be 
appropriate,  provided  the  conditions  described  in 
Sections  518.03  of  SAS  No.  1  (1973)  and  paragraph 
15-19  of  SAS  No.  14  are  met. 

Arrangement  of  Report  Contents 

It  is  suggested  that  the  audit  report  associated  with  a 
full  scope  audit  have  a  table  of  contents,  and  be  ar- 
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ranged  as  follows: 

Part  I    -  Accountants1  Report  on  Statement  of 
Reimbursable  Cost 

Part  II  -  Statement  of  Reimbursable  Cost 

Part  III  -  Auditor's  Notes  to  Statement  of  Re- 
imbursable Cost 

Part  IV  -  Audit  Adjustment  Report 

Part  V  -  Suggestions  for  Improving  Accounting 
System  and  Internal  Control 

Part  I  -  Accountants '  Report  on  Statement  of  Reim- 
bursable Cost 

The  various  forms  of  accountants'  reports  appropri- 
ate to  various  circumstances  are  discussed  and  il- 
lustrated in  the  preceding  paragraphs. 

Part  II  -  Statement  of  Reimbursable  Cost 

This  section  of  the  report  should  be  a  copy  of  the 
cost  report  as  revised  by  the  provider  to  incorporate 
all  the  audit  adjustments  shown  on  the  Audit  Ad- 
justment Report. 

Where  the  provider  did  not  revise  the  cost  report 
and  an  opinion  is  being  rendered  on  the  cost  report 
submitted  by  the  provider  to  be  restated  to  give 


effect  to  the  adjustments  proposed  by  the  auditor, 
this  section  will  be  a  copy  of  the  cost  report  submit- 
ted by  the  provider  and  furnished  to  the  auditor  for 
audit. 

Part  III  -  Auditor's  Notes  to  Statement  of  Reimbur- 
sable Cost 

This  section  of  the  report  is  optional.  It  should  be 
used  if  needed  to  report  information  necessary  for 
adequate  disclosure  of  amounts  included  in  the  cost 
report.  It  should  also  be  used  to  report  information 
on  the  provider's  operation  specifically  requested 
from  the  auditor  by  the  intermediary. 

Part  IV  -  Audit  Adjustment  Report 

This  section  of  the  report  is  a  copy  of  the  Adjust- 
ment Report  prepared  by  the  auditor  during  the  ex- 
amination. 

Part  V  -  Suggestions  for  Improving  Accounting 
System  and  Internal  Control 

This  report  section  is  to  include  the  auditor's  com- 
ments and  recommendations  for  improving  the  pro- 
vider's accounting  system  and  internal  controls  in- 
sofar as  they  relate  to  Medicare  reimbursement.  The 
matters  to  be  presented  here  need  not  affect  the  ex- 
pression of  an  opinion  on  the  Statement  of  Reim- 
bursable Cost,  but  corrective  action  would  lead  to 
overall  improvements  in  the  provider's  operations. 
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